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PREFACE 


It is generally accepted that the past decade has been one of 
the most unsettled in the peace-time history of this country. 
The rise in the public debt and the increase in the tax burden 
have been particularly disturbing to the general public be- 
cause of the sharp contrast to the period of financial prosperity 
and debt reduction which characterized the previous decade. 
Another source of confusion has been the development of new 
monetary and debt policies by the federal government. The old 
maxims of thrift and economy still have the support of the 
average citizen, yet the government expert will often tell him 
that the difficulties of the present day are the result of too much 
saving and too little spending. 

Responsibility for many of the new developments rests 
in the hands of a group of economists who are in the process 
of reconsideration of most of the generally accepted doctrines 
of finance and are endeavoring to adjust their thinking 
to new depression conditions. Up to the present time, most of 
their effort has been applied to monetary issues. The problems 
of taxation have been less thoroughly studied and, with a few 
notable exceptions, less critical minds have devoted their atten- 
tion to them. Unfortunately, this is not because the need is less 
pressing. With the scope of governmental activity greatly ex- 
panded, there is little reason to expect any large reduction in the 
level of expenditures. The failure to readjust the tax system to 
these new conditions has led to the continued deficits and to a 
great many inequities in the distribution of burden. It is sug- 
gested, therefore, that it will be possible to restore financial con- 
fidence only if there is a fundamental revision of the tax system 
with the emphasis placed on present conditions rather than on 
the past. 

It is the purpose of this book to deal critically and thoroughly 
with one aspect of the general problem of taxation, the problem 
of the taxation of small incomes. In the development of the anal- 
ysis, it has been found to be necessary to reconsider the aims or 
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goals which are the basis for the determination of actual policy. 
In these days of financial stringency, it was also thought neces- 
sary to consider the revenue-producing capacity of income recip- 
ients at levels below those now exempt from federal personal 
income tax. In addition, because of the many suggestions that 
the broadening of the income tax base would improve citizen- 
ship, the question of the relation of taxation and awareness of 
taxation to political activity has been reconsidered. Finally, as 
it is impossil3le to speculate about modification of the tax system 
without considering the questions of administrative practica- 
bility and costs of collection, a large portion of the book is de- 
voted to an effort to anticipate some of the major problems of 
this type which will arise with a change in the treatment of the 
small income recipient. In this part of the book, an extensive 
discussion of the Australian, British, and German administra- 
tion of the income tax in the lower brackets is undertaken not 
only because they have had years of experience in this type of 
taxation, but also because there is much to be learned from 
them, even if there is no modification of the exemption level in 
this country. 

This book is frankly concerned with policy formation. In it 
the writer has arrived at conclusions and treated materials in a 
manner which is to be explained, in part, as the result of his own 
biases and convictions. This is believed to be inevitable in the 
study of taxation. However, a conscientious effort has been 
made throughout to present these biases and convictions explic- 
itly. In view of the inadequacies of the available material and 
the shallowness of a large part of the popular discussion of the 
issues involved, it is hoped that this book will raise the level of 
the discussion. In a democracy, each person should make up his 
own mind on current issues. The most difficult accomplishment 
is the provision of an adequate understanding of the issues in- 
volved in a complex question of this type. To accomplish this 
purpose, an effort has been made to develop the argument in a 
manner which an intelligently interested person without eco- 
nomic training can understand. 

For their assistance and cooperation in the provision of in- 
formation about the personal income tax in their respective 
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states, the author is deeply indebted to W. M. Bates and V. H. 
Coombs of the State Tax Commission of the State of Utah; 
C. M. Beem of the Iowa State Board of Assessment and Re- 
view; Ellis B. Bever, Director, Income Tax Department, State 
Tax Commission, Kansas; W. R. Bland, Assistant Director, In- 
come Tax Division, Arizona State Tax Commission; W. R. 
Bradley, Director, Income Tax Division, South Carolina Tax 
Commission; L. C. Burns, Supervisor, Income Tax Department, 
Montana; L. D. Shellworth, Director, Department of Income 
Tax, Idaho; William H. Stauifer, Economist, Department of 
Taxation, Virginia; Leigh Watkins, Jr., Director of Research, 
State Tax Commission, Mississippi; and H. Isaiah Smith, Di- 
rector of the Budget, State of West Virginia. 

For their courtesy and assistance in making it possible to 
gain an understanding of the British tax administration, the 
writer is indebted to G. B. Canny, C.B., Deputy Chairman of 
the Board of Inland Revenue; E. Atkinson, District Inspector 
of Taxes, Waterloo District; A. W. Baldwin, Senior Inspector 
of Taxes; A. L. Beck, Statistics and Intelligence Department, 
Board of Inland Revenue; C. J. Gregg, Secretary of the Board 
of Inland Revenue; and S. J. Wood, Principal Inspector of 
Taxes. 

To Georg Dobriner the author is most grateful for his assist- 
ance in the gathering and development of the material on Ger- 
man income taxation. Thanks are also due C. Lowell Harriss 
for his kindness in reading the manuscript before final revision 
for the press. To Miss Ethel Spore, who typed the manuscript, 
the author is indebted for her patience, skill, and editorial 
assistance. 

For their encouragement in the undertaking of this book and 
their helpful criticism and suggestions at all stages of develop- 
ment, the author wishes to indicate most of all his gratitude to 
Professors Robert Murray Haig and Carl Shoup of Columbia 
University. For the opinions expressed and for omissions or 
errors, the author alone is responsible. 
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CHAPTER 1 

INTRODUCTION 

For various reasons the more extensive use of the personal 
income tax is being widely advocated. There is a general belief 
that the first move should be a lowering of the exemptions to 
increase the percentage of the population within the scope of the 
tax. It is the purpose of this study to analyze the case for and 
against this taxation of small incomes. 

Unfortunately, none of the advocates of the various specific 
proposals has done much more than simply state he believes 
lower exemptions to be desirable.^ In a few cases scanty sup- 
porting evidence is presented, but no one has adequately explored 
the implications of such a change. Often the case for the taxa- 
tion of small incomes is based upon the uncritical belief that it 
will develop a sense of political responsibility through an increase 
in tax consciousness. A lack of tax consciousness, a connection 
between tax consciousness and good citizenship, and the effec- 
tiveness of the suggested remedy are taken for granted. The 
possible objections to the plan receive only meager attention. 
As often happens in the field of public finance, the proposal re- 
ceives support from groups which believe it will tend to achieve 
fiscal aims diametrically opposed ; those who favor larger gov- 
ernmental expenditure desire an income tax with a broad base 
as a measure for improving the distribution of the tax burden, 
thus rendering more feasible and acceptable an increase in its 
size in the aggregate, while those who favor retrenchment advo- 
cate the change simply because they believe it will generate tax 
consciousness, which in turn will reduce public spending or pre- 
vent its increase. 

An adequate analysis of the taxation of small incomes should 
include, first, an appraisal of the merit or lack of merit of the 

1 Specific proposals are quoted extensively in the latter part of the study 
and subjected tO critical analysis. 
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measure considered by itself ; second, a critical comparison of 
the proposal with possible alternatives ; and, third, an estimate 
of the effects of such a change upon the existing tax system, 
federal, state, and local. A critical appraisal of this nature im- 
plies some ideal tax system which may serve as a basis for com- 
parison. That this ideal tax system is never achieved and that 
various persons conceive of different ideal tax systems is an ob- 
servation that must impress anyone acquainted with the conflicts 
of opinion and disputes found in the writings of tax experts 
and others interested in the problems of public finance.^ 

Since the publication of Adam Smith's The Wealth of 
Nations in 1776, the attributes of a good tax system have been 
discussed by most writers in the field of public finance. Lists of 
maxims, canons, principles, or aims of taxation have been made 
by practically all the important writers and have afforded the 
basis for lengthy disputes among those favoring different pol- 
icies. The result of this controversy has been, in some cases, to 
raise the level of discussion above that resulting from the lobby- 
ing of groups with special interests. It has also served the use- 
ful purpose of defining the issues, though there remains, of 
course, some dispute as to the ground that may be included 
within the field of public finance. 

The differences of opinion upon the aims generally accepted 
are, for the most part, of two kinds. First, there are differences 
as to the way in which some canon, aim, or principle is to be 
realized. For example, practically all tax authorities agree that 
justice or equity is an important goal, yet few agree as to the 
specific measures to be used in seeking justice. In the second 
place, there are differences of opinion among tax experts as to 
the relative importance of the various aims. One individual 
may consider justice so important that he would be willing to 
make almost any sacrifice to achieve it. On the other hand, an- 
other person may consider administrative efficiency so important 
that he would be satisfied with a very rough and ready form of 

^Blough, J. Roy, “Model Tax Systems and Tax Reform,'^ The Bulletin 
of the National Tax Association, Vol. XV, No. 5, February 1935, pp. 130^ 
134, passim. 
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justice. The conflict is made clearly apparent in the following 
quotation from T. S. Adams: 

Taxes are as complex as hfe. The moralist calls for just taxes, 
but taxes cannot just be just. The administrator asks for simple 
taxes; but experience shows that they cannot simply be simple 
Some politicians would mould taxes wholly in accordance with polit- 
ical expediency; but statesmen realize that in the long run this 
would be impolitic. The business man demands practical taxes , but 
financial history proves that it is impracticable to make them merely 
practical. The legalist wants taxes administered strictly according 
to law ; but the record of the income tax and the property tax makes 
it clear that such taxes cannot be successfully administered by 
methods meticulously legal.^ 

A review of the basic principles of taxation as stated by the 
best-known writers reveals that there has been substantial uni- 
formity in their broad conception of the fundamental principles. 
To the familiar lists of canons and maxims based upon Adam 
Smith's classic injunctions specifying equality, certainty, con- 
venience, and economy, the later more elaborate catalogs of 
Ricardo, Mill, Bastable, Wagner, and Seligman have added little 
that could not be read into the statements of Adam Smith.^ 
There is, however, one recent development that is of particular 
importance in this study. It is the inclusion of the politically 
significant concept of tax consciousness or conscious citizenship 
as one of the attributes of a good tax system. This is by no 
means accepted by all modern writers, and the continued reliance 
of political jurisdictions upon indirect or hidden taxation indi- 
cates that the concept is considered either undesirable or un- 
workable by the legislators responsible for the tax program. It 

® Adams, T. S., *‘Ideals and Idealism in Taxation,” The American 
Economic Review, Vol. XVIII, No i, March 1928, p. 5. See also Weston, 
Stephen F., Principles of Justice in Taxation, New York, 1903, pp. ii, 13. 

^ Smith, Adam, The Wealth of Nations, Book V, Ch. II, Part ii (The 
Modern Library edition), New York, 193*7, pp 777-779 Ricardo, David, 
Principles of Political Economy (Everyman’s edition), Ch. XII, pp 115-- 
116. Mill, John Stuart, Principles of Political Economy (Ashley edition), 
Book V, Ch II, pp 802-803 Bastable, C F., Public Finance (3rd edition), 
London, 1903, Book III, Ch. VII, pp. 417-420. For a general discussion of 
the objectives proposed by the various writers, especially Seligman, see Haig, 
Robert Murray, “Taxation,” Encyclopaedia of the Social Sciences, Vol. XIV, 
New York, I934 PP- 538-539* 
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doeSj however, appear to be of growing importance. Accepted 
by Robert Jones ® as one of the six basic principles of taxation, 
and more recently by the research directors and the special com- 
mittee sponsoring the tax survey, Facing the Tax Problem , as 
one of the secondary aims of taxation, it is at least a point which 
can no longer be neglected. Though earlier writers were con- 
cerned with the relation of tax obligation to participation in 
political decisions in a democracy, there was not the same em- 
phasis placed upon the type of tax imposed. 

In view of the fact that there is substantial agreement among 
the authorities with respect to the more general attributes of a 
good tax system, it is believed that the most profitable analysis 
of the present problem will be made if it is developed around 
these commonly accepted aims or first principles of taxation. 
An effort will be made to present the maximum amount of fac- 
tual data bearing on each issue before there is any evaluation of 
the facts presented and the formation of definite conclusions. 
However, no attempt will be made to maintain complete objec- 
tivity, as it is believed that in many cases an expression of value 
judgments is both desirable and unavoidable, even in the prelim- 
inary stages of the analysis of a problem of this type. 

In the selection of the general aims to serve as a framework 
for this study, an effort has been made to include all points con- 
sidered important by students of the tax problem. Four main 
divisions will be made. Each will receive separate treatment in 
a single chapter, the more detailed points being taken up within 
the broad bounds of the chapter. 

First, it is important to know the fiscal implications of lower 
bracket income taxation. To obtain revenues to meet the needs 
of government is one of the primary purposes of taxation. 
Some taxes will supply very large amounts of money while 
others may be so restricted in scope that, regardless of the rates 
imposed or other limiting factors such as administrative practi- 
cability or justice, their yield will be small. For example, though 

® ^nes, Robert, Taxation Yesterday and To'-Morrot^j, London, 1921, p 

^Facing the Tax Problem, a report prepared under the auspices of tlie 
Committee on Taxation of the Twentieth Century Fund, Inc., Carl Shoup, 
Research Director; Roy Blough, Mabel Newcomer, Associate Directors; 
New York, 1937, p. 53. 
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the federal government for a time placed a tax on private yachts, 
the yield of this tax could not be large because of the small part 
of the national income paid out for such purposes. On the other 
hand, other things being equal, it is possible to conceive of a 
general income tax with a rate scale sufficiently severe to supply 
the total revenue demands of the government. Productivity is 
an essential of all but purely regulatory taxes. There is no 
chance of replacing a '"had” tax with a “good’' tax unless it is 
certain that the “good’' tax will raise the same amount of 
revenue lost by the repeal of the “bad" tax. 

Other points of fiscal importance are the relative stability of 
revenue and the elasticity or responsiveness of the tax to chang- 
ing needs. 

The problems to be considered in the second division are of a 
social or ethical nature. Chief emphasis will be placed upon 
the problems of justice and equity. A study of the extent to 
which the existing distribution of the tax burden might be modi- 
fied by lowering exemptions will be an important part of this 
section. 

In the third chapter to follow, problems of a political nature 
will be considered. Chief among these is a study of the effect 
of a broadened income tax base upon tax consciousness and the 
possible effect of increased tax consciousness upon the nature of 
the demands made upon the government. The extent to which 
universal suffrage requires universal financial support of the 
government must also be considered. 

In the fourth place, an analysis of administrative problems 
will be made. This is particularly important as administrative 
limitations will affect the extent to which it is practically possible 
to achieve the aims agreed to be desirable. For example, it may 
be concluded that ample revenues may be obtained from lowering 
the personal exemptions, but this will only be true if it is possible 
to prevent widespread evasion. It is also necessary to determine 
the percentage of revenue collected which must be expended in 
administrative costs. If a large part of the tax collected from 
those in the lower brackets is spent in increased administrative 
costs, the conclusion as to the social aspects of the tax will be 
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very different from that reached if the percentage were small. 
Though it is impossible to anticipate all the administrative prob- 
lems which may arise, much can be done to suggest the general 
nature of the task to be accomplished. 



CHAPTER 2 


REVENUE ASPECTS 

The potential yield of the lower bracket income tax is th( 
basis for the greater part of the interest shown in this measure 
Many states are in an unfavorable financial position and th( 
federal government continues to depend on borrowed funds tc 
finance a large part of its current expenditures. It is natural 
therefore, that there is interest in the proposal as a means oJ 
increasing the public revenue.^ 

An estimate of the amount of revenue obtainable at the sug- 
gested levels of exemption and rates will be made to determint 
the adequacy of the proposed remedy for the current financia 
ills. No attempt will be made, however, to estimate the effect oi 
lower exemptions on the yield of the existing state personal in- 
come taxes, as in most cases there are inadequate sources oi 
information. It is believed, however, that of the two, th( 
federal estimates are of the greater importance. The probabil- 
ities are that if the federal government should lower the exemp- 
tions materially there would be slight chance of the states suc- 
cessfully doing likewise. Should the states go into this field if r 
is left free by the federal government, anything less than a com- 
plete series of estimates for each of the states would be inade- 
quate, as the type of economic activity carried on in each state 
the distribution of income, and the type of administration woulc 
be important in the determination of the amounts that might b< 
realized.^ 

1 The need for additional revenue if the federal budget is to be balance 
in the near future seems clear. The federal deficit amounted to 1,384 million 
of dollars in the fiscal year 1938. It is estimated that the deficit for the fisca 
year 1939 will be approximately $4 billions and in the fiscal year 1940 $3,321 
millions It is also probable that expenditures will have to be reduced befor* 
balance is achieved See statement of Roswell Magill, former Under-Secre 
tary of the Treasury, New York Times, November 17, 1938. Budget dat: 
and estimates are to be found in The Budget of the^ United States Governmen 
for the Fiscal Year Ending June 30, 1940, Washington, D. C, 1939, p. vii 

2 See pages 124, 125. 



10 


THE TAXATION OF SMALL INCOMES 


Although there is currently an emphasis on the use of the 
lower bracket income tax as a source of additional funds it is 
also necessary to consider ^tl^e^ po^jhilit^i of this proposal as a 
means of improving the distribution of the tax burden. An 
estimate of the possible yield of the measure will provide a basis 
for the discussion, but it should be realized that the size of the 
exemptions and the rates will be determined in large measure 
by the decision as to the usefulness of the proposal as a means 
of reform. 

Another point of importance is the relative stability of the 
income tax in the lower brackets. Although this is of secondary 
importance in the long run and there is considerable dispute as 
to its short run significance, the recent depression experience 
with the personal income tax has made the issue a live one. It 
is believed by many that the greater stability of the British per- 
sonal income tax is based on the fact that British exemptions 
are lower than those prevailing in the United States, and it is 
urged that the United States adopt similar measures to avoid 
the necessity of either drastically modifying the rates or borrow- 
ing in the event of a depression. The extent to which lower 
exemptions might increase stability will be the object of the dis- 
cussion. However, no judgment as to the desirability of increas- 
ing stability of revenue is to be implied. 

Amount of Revenue 

The yield of a tax on a part of the income now exempt under 
the federal law will vary, of course, as the rate applicable is high 
or low and with the extent to which the exemptions are lowered. 
Another variable influencing the amount that might be obtained 
is the size and distribution of the national income. It must be 
remembered, therefore, that any estimate of the potential yield 
of the income tax on small incomes is dependent upon a series 
of assumptions so flexible that the estimate has little meaning 
without the complete statement of the assumptions made. 
When attention is turned to the actual problem of estimating 
the possible yield of the tax, new difficulties arise. In the first 
place, the data available on the distribution of incomes below the 
existing exemptions are very meager. The Statistics of Income, 
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the source of most estimates, does not aiford complete statistics 
below the $5,000 level, and because it is the distribution of 
potential tax returns by net income that is desired, available 
estimates of the distribution of the national income raise many 
difficulties which prevent their reconciliation with existing data 
and their use for the purpose in mind.^ As a result, in the 
only estimates available recourse was had to the statistics from 
the state income tax departments of Delaware and KansasA Be- 
cause of the small sample used and the many non-predictable 
elements which may arise if the effort is made to enforce an 
income tax with low exemptions on a national scale rather 
than in a single state, the estimates must be accepted as being, 
at best, but a rough measure of what the yield might be. 

In Tables I and II below are presented estimates of the 
changes in revenue which might be expected to result from 
changes in the exemptions. 

Table I. Estimated Yield of Personal Income Tax With Various 
Levels of Exemptions * 



1928 Incomes 

1933 Incomes 

1934 Incomes 

Exemptions: 




Mamed 

$2,500 $1,000 

$2,500 $1,000 

$2,500 $1,000 

Single 

1,000 500 

1,000 500 

1,000 500 

Dependent 

400 200 

400 200 

400 200 


(Yiel 

d in millions of doJ 

liars) 

Normal tax at 4 per 




cent . . . 

432 826 

105 282 

121 334 

Surtax: 1936 Act. . 

2,474 2,574 

379 407 

413 454 

Total tax 

2,907 3,401 

483 689 

533 788 

Gain in normal tax 

394 

177 

213 

Gain in surtax 

100 

28 

41 

Total gam 

494 

205 

254 


* Source Facing the Tax Prohlem, op ctt , Table 7 . PP 74-75 

^ Dividends assumed exempt from normal tax With this exception the net income sub- 
ject to normal tax and surtax is as defined by the Revenue Act of 1936 


3 See statement by Susan S. Burr and William Vickrey in Studies in 
Current Tax Problems, 1937, “Estimating Income and Estate Tax Yields,” 
PP 141-238, I73“I78. 

^ Ihtd , p. 177. 
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Table II. Estimated Normal Tax Yield of Individual Net Incomes 
Under fo.ooo at 4 Per Cent for Various Personal Exemptions, 
BY Income Classes of $1,000 * 



Personal Exemptions 

Income Year 1933 





Married 

$ 2,500 

$ 2,000 

$ 1,500 

$ 1,000 

Single 

1,000 

1,000 

800 

500 

Dependent 

400 

400 

300 

200 

Earned income'^ 

10% 

10% 

10% 

10% 

Net Income Classes: 

(y 

ield in thous 

ands of dolla 

,rs) 

$ 0-1,000 

87 

87 

317 

9,038 

1,000-2,000 

5,718 

5,718 

' 15442 

71452 

2,000-3,000 

5,699 

8,133 

22,428 

54,888 

3,000-4,000 

6,652 

II 454 

20,231 

30,688 

4,000-5,000 . 

6,709 

9,253 

12,929 

16,726 

Total 

24,865 

34,645 

71,647 

182,492 

Additional tax on unearned 





income at 4 per cent . . 

1,016 

1,016 

1,016 

1,016 

Total 

25,881 

35.661 

72,663 

183,508 

Income Year 1928 





Net Income Classes: 





$ 0-1,000 

189 

189 

414 

8,972 

1,000-2,000 

18,244 

18,244 

39459 

153,321 

2,0003,000. 

20,109 

25473 

57447 ' 

128,240 

3,0004,000 

17,322 

27,393 

46,325 

68,996 

4,0005,000 

22,704 

30,439 

41,635 

53,212 

Total 

78.568 

101,538 

184,780 

412,741 

Additional tax on unearned 





income at 4 per cent . 

2,464 

2,464 

2,464 

2,464 

Total 

81,032 

104,002 

187,244 

415,205 


* Source* Studies m Current Tax Problems^ op, at,, Table E-i i, pp 222-223. The 4 per cent 
normal rate is that of the 1936 Act This table is not comparable to Table I because of the 
$S,ooo limit. 

® The practice of allowing a deduction of an allowance for ‘'earned income*' has the effect 
of increasing the size of the personal exemption. For example, if a single man has an income 
of $1, III. II he will be relieved of any federal tax, the earned income credit making up the 
difference between the normal exemption of $i,ooo and total income of li,ni 11. 
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With a normal tax rate of 4 per cent, the increase in revenue 
which might be expected to result from a lowering of the exemp- 
tion from $2,500 to $1,000 for married persons, from $1,000 
to $500 for single persons, and from $400 to $200 for each 
dependent, with a 10 per cent credit for earned income deduct- 
ible in each case in the computation of normal tax, would vary 
from $494 millions in a year with peak income, as in 1928, to 
$205 millions in 1933, a depression year with incomes at an 
extremely low level. Though the difference between the high 
and the low figure is large, the sums involved in either case are 
of sufficient magnitude to make possible considerable changes 
in the federal tax structure ^ In 1928 the federal tobacco taxes 
amounting to $396.5 millions, or 12 per cent of the total tax 
revenue, could have been entirely replaced by the increased 
income tax yield resulting from lowered exemptions and the rate 
scale assumed above, with a balance left more than large enough 
to replace the automotive taxes, admissions tax, and capital stock 
transfer tax.® In 1933 the additional income tax revenue of 
$205 millions would have been sufficient to offset approximately 
half the federal tobacco taxes for that year ($402.7 millions) 
which were 22 per cent of the total tax revenue,'^ Perhaps even 
more important at this time when even normal federal expendi- 
tures have increased and the prospect for even greater expendi- 
tures appears to be more certain than for less expenditures, is 
the fact that this is one way in which a part of the increase may 
be met. 

To those unfamiliar with the income tax the figures pre- 
sented above may convey a false impression as to the actual 
contribution of the taxpayer now entirely free from federal 
income tax. This misunderstanding may result from the fact 


® Senator LaFollette roughly estimated that a reduction in the personal 
exemptions to $2,000 for the head of a family and $800 for single persons 
would bring the government $110,000,000 in new revenue of which $9,000,000 
would be contributed by new taxpayers. {New York Ttmes, October 17, 
1937.) A more recent estimate of the increase in yield to be expected with 
the same reduction in exemptions has been made by Roswell Magill in his 
capacity as Under-Secretary of the Treasury. His figure is $70,700,000. 
{New York Times, March 23, 1938.) 

® See Facing the Tax Problem, op, cit.. Tables E and F, pp. 522-524. 
Uhid, 
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that under the law now in force personal exemptions are granted 
to all taxpayers regardless of the size of their incomes. The 
lowering of exemptions therefore not only brings within the 
income tax net many new taxpayers but also increases the tax 
payable by persons who would have paid some tax in any event. 
For example, a married couple without any children who receive 
a $3,000 net income will pay a 4 per cent tax on $200.^ If their 
exemption is lowered to $1,000 and their net income remains 
the same, they will have to pay a 4 per cent tax on $1,700,^ and 
will find the tax required with the new exemption over eight 
times as great as before. Though the additional tax is less im- 
portant in the higher brackets where either a large or small 
exemption is only a very small part of the total income on which 
the tax is paid, the total additional tax collected from these tax- 
payers is large because the increased taxable income which 
results from lower exemptions is taxable at the highest surtax 
rate. 

It is difficult to estimate just what part of the increased yield 
would come from taxpayers who had never paid an income tax 
before. Reference to Tables I and II indicates that the greater 
part of the increased revenue will come from persons with 
incomes of $5,000 or less.^^ Assuming that all of the increase 
in revenue below the $3,000 level comes from new taxpayers 
and that none of the increase above this level is from them, it 
may be concluded that with 1933 incomes a reduction of personal 
exemptions from $2,500, $1,000, and $400 to $1,000, $500 and 
$200 respectively will result in a collection of $124 millions 
from new taxpayers or approximately 60 per cent of the total 
gain noted in Table I. In the same manner it may be estimated 
that with 1928 incomes new taxpayers will contribute $252 


8 The taxable income is $200, not $500, because there is an allowance of 
earned income credit of 10 per cent of net income. All income up to $3,000 
is considered earned under the 1936 Act 

9 If the 10 per cent earned income credit is retained 

For the income year 1928 the reduction of exemptions to $1,000, $500, 
and $200 would increase the yield by $494 millions. Of this, $334 millions 
would come from increased collections on net incomes of $5, 000 or less. For 
the income year 1933 the total increase with a comparable reduction in ex- 
emptions would be $205 millions, of which $158 millions would be paid on net 
incomes of $5,000 or less. 
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millions, a little more than 50 per cent of the total noted in 
Table These two estimates, though even more uncertain 
than the others, are in many ways of much greater importance. 
The greater part of the increased yield which comes from those 
who have been income taxpayers previously could be obtained if 
there were to be an increase in the rates rather than a lowering 
of exemptions. One diiference in the two methods should be 
noted, however, with lower exemptions the major part of the 
increased tax yield would come from persons with incomes of 
$5,000 or less and the result would be to make the income tax 
less progressive than before.^^ With no change in the rate 
scale, the change in distribution of the tax burden might be over- 
looked. However, if the same increase in revenue were obtained 
by increasing the rates applicable to existing income taxpayers 
so they would pay as much as under the alternative of lower 
exemptions, it would emphasize the fact that the change was 


These estimates are rather rough as it is obvious that there are persons 
with net incomes above $3,000 who are exempt from income tax under the 
1934 Act who would not be with the lower exemptions, and also persons with 
net incomes of less than $3,000 who would pay a tax under the 1934 Act and 
simply pay more under the proposed exemption level However, the over- 
estimate in the one case tends to offset the underestimate in the other and the 
essential point that a large part of the increased revenue^ from the lower 
exemptions would come from the larger tax paid by present income taxpayers 
remains valid As it is also true that the income year selected and the level 
of exemption will affect the percentage from new taxpayers, a more refined 
estimate does not seem necessary. This difficulty has been avoided in several 
of the states by the expression of the exemption in terms of a^ tax credit 
rather than a dollar deduction from net income. Thus in Wisconsin, the first 
state to use this form of exemption, the personal exemptions are tax credits 
of $8 00 for a single person, $17 50 for the head of a family and $4 00 addi- 
tional for each dependent If exemptions are changed the old tax base 
remains the same and there is no great difficulty in deterrnmmg the amount 
of additional revenue that will be collected from the old income taxpayers 
This type of exemption also has the effect of making the value of the 
deduction equal for all classes of taxpayers. 

12 This would be true except that the taxpayers with net incomes just 
above the exemption who may pay only a few dollars could not be expected 
to pay a tax at a rate sufficiently high to bring the same return 

IS For example, a reduction in the allowance for a married taxpayer from 
$2,500 to $2,000 would increase his net taxable income by $500. If net income 
were $3,000 the result would be to increase the tax base from $500 to $1,000, 
in this case doubling the tax payable If net income were $5,000 the result 
would be to increase the tax base from $2,500 to $3,000 in this case increasing 
the total tax payable from $100 to $120. In the first case the effective tax 
rate would be increased from .6 per cent to i 3 per cent, in the second from 
2 per cent to 2 4 per cent. 
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affecting the progressivity of the tax and might prove more 
unpopular than the alternative which accomplished the same end. 
Theoretically this is of little importance, as it would be possible 
by lowering exemptions to gain the additional revenue from new 
taxpayers without increasing the liability of the old if the proper 
rate reductions were made. As a practical matter, however, the 
effect of exemptions on the tax paid or effective rate of taxation 
has received too little attention. 

The estimates above are all made by the application of certain 
arbitrary rates and exemption levels to estimates of the distribu- 
tion of the national taxable income. These rates and exemption 
levels are not to be justified except as they appear to be in 
harmony with the existing tax system and possible of enactment 
at some future date. The ethical justification for these rates 
and levels of exemption will be considered in the next chapter. 

As there has been in the past a tendency to believe that the 
taxation of the very wealthy will provide unlimited revenues, 
there now seems to be a tendency to overestimate the revenue 
potentialities of the income tax on small incomes. The reduc- 
tion in exemptions assumed is probably more severe than would 
be politically expedient, yet the additional revenue obtainable 
can be but a small part of the total tax yield. The main point 
to be made is not, however, that from a fiscal point of view the 
lowering of exemptions is not worth while, as it is obvious that 
any measure which may yield from $200 millions to nearly $500 
millions must be attractive to treasury officials. It is rather 
to suggest that the gains are not of such great consequence as 
many may believe. With a deficit of over $3 billions for the 
fiscal year 1935, over $4 billions for 1936, over $3 billions for 
1937. $1^384 millions for 1938, and approximately $4 billions 
for 1939, it is obvious that unless expenditures had been greatly 
reduced the balancing of the budget would have required much 
more heroic measures than that of broadening the income tax 
base.^^ 

There are two main reasons why the yield of the personal 
income tax in the low brackets is no greater than the estimates 

Deficit figures, The Budget of the United States Government for the 
Fiscal Year Ending June 30, 1^40, Washington, D. C., 1939, p, vii. 
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indicate. First, there is assumed in the estimates a relatively low 
rate of taxation on the new incomes. Thus, although there would 
be a tremendous increase in the number of personal income 
taxpayers, each one would pay at the lowest rate now applied 
to personal incomes. The second reason is that, although the 
number of potential income taxpayers may be multiplied several 
times by the reduction in the size of the exemptions to $1,000, 
$500, and $200, the net income subject to tax would not be 
increased proportionately. This is due to the effect of the 
exemptions and the distribution of the national income. With 
the provision of any exemption comparable to the present type, 
the result is to make the tax rate effective on only that part of 
the income which is in excess of the exemption. Thus, if a 
married couple have an exemption of $1,400 and an income of 
$2,000, the tax at the rate of 4 per cent is paid on only $600, 
the increase in the tax base being very much smaller than the 
amount of the new income included. 

The effect of the distribution of the national income on the 
tax base is made clear by reference to two studies, that of the 
Brookings Institution and the recent study issued by the Na- 
tional Resources Committee. Although the two studies apply 
to different years and are based on different data and methods, 
they both clearly bring out the fact that the aggregate income 
of the lowest half of the population is very much smaller than 
that of the upper half.^^ Thus when the exemptions are lowered 
and large numbers of individuals are subject to the income tax, 
the combination of their small income, the deduction of the 
exemptions, and the low rate will result in relatively low collec- 
tions as compared with that obtainable from the higher brackets 

IS The Brookings Institution estimates that in 1929, 64 8 per cent of all 
personal incomes were $1,500 or less and that the aggregate of all these 
incomes was only 288 per cent of the total national income for that year 
On the other hand, it is estimated that for the same year i 8 per cent of all 
personal incomes were $8,000 or more and that the aggregate of these incomes 
was 27 9 per cent of the total (Leven, Moulton, and Warburton, Americans 
Capacity to Consume, Washington, D C., 1934* P* 207.) 

The estimates of the National Resources Committee for i 935 - 3<5 indicate 
that “the highest five per cent of all families and single individuals — ^those 
with incomes of $3,400 and over— received 27 per cent of the aggregate— 
almost as much as the lowest 60 per cent.^’ {Consumer Incomes in the United 
States, National Resources Committee, Washington, D. C., 1938, p. 6.) 
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with the larger aggregate incomes and where the progressive 
rates begin to become effective. The concentration of income in 
the higher brackets and the use of highly progressive rates make 
it inevitable that the greater part of the yield of the personal 
income tax will come from the few rather than the many as 
long as these conditions prevail.^® 

Stability 

The personal income tax has been variable in yield expressed 
both as a percentage of total revenue and in absolute terms. 
The sharp drop in the return from this tax in the early years 
of the depression was particularly noticeable and has resulted 
in the consideration of the possibility of the broadening of the 
tax base as a means of making the yield less variable 

The estimates given above in Table I, stating the potential 
yield of the personal income tax with lower exemptions in both 
prosperity and depression, will also serve to indicate the effect 
of the lower exemption on the variability of the personal income 
tax. Under business conditions and with reported incomes such 
as those for 1928 and 1933, it is estimated that with the rates 
and exemptions of the Revenue Act of 1936 in effect there 
would have been a decline in the yield of the personal income tax 
3 f 83 4 per cent between these two years. Under the same con- 

In 1936 it IS estimated that the income tax returns over $5,000 were 
[2.51 per cent of the total but provided 95 02 per cent of the personal income 
:ax revenue m that year. (See Statistics of Income for 1936, Part I, U. S. 
Treasury Department, Bureau of Internal Revenue, Washington, D C, 1938, 
>P- 5 , 6 ) 

In 1930 the personal income tax return represented 32 per cent of the 
:otal federal tax revenue while in 1933 it was only 19 per cent of the total. 
This drop would have been even greater had it not been for the fact that the 
R-evenue Act of 1932 lowered exemptions from $3,500, $1,500, and $400 to 
>2,500, $1,000, and $400, raised the normal tax rate and the surtax rates, 
iiid limited the extent to which capital losses could be used to offset other 
ncome Although the yield of the personal income tax increased after 1933, 
is a percentage of total federal revenue it was even less in 1934, 1935, and 
[936 than it was in 1933. This, however, is to be explained by the fact that 
here were added at this time several new taxes, the liquor tax and the 
gasoline tax m particular. 

For a table showing the yield of the personal income tax as a percentage 
)f the total federal revenue, see Facing the Tax Problem, op. cit., pp 516-518 
\ convenient summary of the provisions of the various income tax acts is 
ound in the Statistics of Income for 1936, Part I, U. S. Treasury Depart- 
nent, Bureau of Internal Revenue, Washington, D. C , 1938, pp. 138-148. 
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ditions and with the same tax rates assumed, it is estimated that 
with the personal exemptions at the level of $1,000, $500, and 
$200 the decline between the two years would have been 79.7 
per cent. Other conditions remaining the same, the effect of 
the lower exemptions is to decrease the variability of the personal 
income tax by 3.7 per cent. This figure indicates that there is 
no great advantage to be gained by the use of the lower exemp- 
tions as long as the other features of the present law remain 
the same. As the gross decline in the yield of the personal 
income tax is greater under the low exemptions than under the 
high, there is even the possibility that the general variability 
of the tax system would be increased should the lower bracket 
tax be substituted for some more stable source of revenue. 

Advocates of the broader base for the purposes of increasing 
the stability of the personal income tax have often cited the 
relative stability of the British income tax, stating that the lower 
exemptions were an important reason for this feature of the 
British law. Although comparisons of the British and Amer- 
ican laws are made difficult because of the differences in the 
definition of taxable income, they are sufficiently comparable 
to make this argument, if true, an impressive one. There is no 
question of the relative stability of the British tax. It is not at 
all clear, however, that the lower exemptions have had an im- 
portant influence on the variability of the yield. 

In the first place, there is the stabilizing influence of the 
British exclusion of capital gains and losses from the tax base. 
Most important, however, is the fact that the national income 
in Great Britain has not been nearly as variable in recent years 
as has been the case in this country. Estimates recently made 
by Colin Clark for the years 1924-1933 reveal that the decline 
in national income in Great Britain from the peak for the period 
of £4,384 millions in 1929 to the minimum of £3,844 millions 
in 1932 amounted to only 13 per cent of the maximum, and that 
in 1933 there was an upturn in the national income figure. In 
contrast to this variation in the national income, the estimates 
for the United States indicate a fall from $78,632 millions 


18 Clark, Colin, National Income and Outlay, London, 1937, p. 88. 
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in 1929 to $48,362 millions in 1932, and a further drop to 
$44,940 millions in 1933, or a drop from peak to trough of 
43 per cent.^^ In view of this great variation in the extent to 
which the tax base was affected by changes in business condi- 
tions, it should be clear that the use of the comparison between 
the British and United States laws with respect to stability is of 
little value. 

In conclusion it is necessary to state again the limitations of 
the estimates presented. Not only are there problems of the 
interpretation of the limited data available and the necessity of 
making arbitrary assumptions as to rates and levels of exemp- 
tion, but the estimates are subject to wide margins of error 
depending on the ability of the tax administration to cope with 
the problem of the collection of a personal tax from the lower 
income groups. The success of the administrative authorities 
will depend on the public response as well as the efficiency of 
the organization. It is also possible that even with a successful 
collection of the tax in the lower brackets there would be such 
high costs of collection that the net gain in revenue would be 
very much smaller than suggested by the figures given above. 
These questions will be considered in the chapters which follow. 

National Income in the United States, 192^-1935, U. S Department of 
Commerce, Washington, D. C., 1936, p. 22. 
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THE THEORY OF THE PERSONAL EXEMPTION 

In Chapter 2 the fiscal aspects of lower personal exemption 
were considered. It was concluded that, depending on the tax 
rate and the level of exemption, a considerable amount of 
revenue might be raised by a tax change of this kind. There 
was, however, no consideration of the factors which might de- 
termine the level of exemption or the tax rate. The extent to 
which the exemptions are lowered has, of course, a decided 
effect on the amount of revenue that may be collected. The 
higher the exemption, other things being equal, the less the 
revenue. The justification for an exemption of any particular 
amount is, therefore, important. Aside from political expedi- 
ency and administrative practicability, the main grounds for 
exemption have been economic and social. It is this aspect of 
the problem with which this chapter will deal. 

Much of the justification for income tax exemption has been 
based on the desire to achieve justice or equity in the tax system. 
Here, again, the difficulty of establishing any objective criteria 
must be recognized. The conception of justice will vary with 
time and place and is" the result of the arbitrary decisions of 
whoever may be concerned with the problem.^ It should, how- 
ever, be one of the main objectives of any government. If a 
tax conforms to the prevailing standards, its chances of success 
are greater than if it is commonly objected to on the ground that 
it is unfair or capricious in its treatment of different individuals. 
It is also true that if there are frequent changes in the tax 
system, whether good or bad, the administration of the system 
will be increasingly difficult. It would seem, therefore, that a 
review of past and present practice and of past and present 
theory of exemptions is in order. 

1 Colm, Gerhard, ‘‘The Ideal Tax System/' Social Research, Vol I, No. 
2, May 1934, PP- 319-342. 
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The modern income tax finds its roots in the income tax 
enacted in England in 1799. The English tax was in many 
respects different from the elaborate instrument now in vogue. 
It was at best a crude measure of net income and was adminis- 
tered with difficulty. The explanation of these differences is 
not hard to find. The tax was imposed to relieve the strain 
upon finances resulting from the Napoleonic Wars, and was 
emergency legislation without any precedent.^ In general, the 
art of government was less fully developed ' than it is today. 
This may be attributed in part to the relatively simple political 
and economic structure. Not only was the political authority 
less concerned with refinement in techniques for achieving jus- 
tice and equity, but the demands for refinements were less press- 
ing. For these reasons the standards of justice and equity were, 
in general, not so rigorous as those prevailing at the present 
time. It is significant, however, that the Act of 1799 provided 
for the total exemption of incomes of less than £60 a year and 
an abatement from the normal rates for all persons having more 
than four children.^ 

This tax was abandoned in 1806 but was renewed in 1842. 
Upon renewal, the provisions for the exemption of a minimum 
were continued and have been a part of the income tax law ever 
since. The abatement for children was also continued as a 
part of the English law. 

With this precedent for the exemption of small incomes, it is 
not surprising that when the first federal income tax was adopted 
in the United States in 1861 as a Civil War revenue measure, 
the tax was levied only on incomes in excess of $800.^ The 
second attempt of the federal government to tax incomes, in 

2 Though fifteenth-century Florence and eighteenth-century France had 
taxes with many of the essential features of the personal income tax, they 
were far removed from the English tax of 1799 Seligman, Edwin R. A , 
The Income Tax, New York, 1911 (The Macmillan Company), pp. 46-53, 
57, 72-80. 

3 First Report from the Select Committee on Income and Property Tax, 
Great Britain, House of Commons, 1852. Evidence of Charles Pressly, 
Commissioner of Inland Revenue, p 2 

4 The tax was modified several times before it was abolished in 1872 
The exemption was at one time as low as $600. See Seligman, Edwin R. A., 
op. cit., pp. 430-468. 
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1894, provided for a $4,000 deduction from net income.® How- 
ever, before the tax was collected it was declared unconstitu- 
tional by the Supreme Court. 

Finally, the ratification of the Sixteenth Amendment in 1913 
led to the Revenue Act of 1913 which levied a general income 
tax which has been in effect, with numerous modifications, from 
that date to this. 

The Revenue Act of 1913 provided for an exemption of 
$4,000 for a married person and $3,000 for a single person. 
However, neither this Act nor the Civil War Act provided for 
any abatement or allowance for dependents or children. It was 
not until 1917 when the rates were increased and the exemptions 
for married and single persons reduced to $2,000 and $1,000, 
respectively, that a $200 credit for each dependent was intro- 
duced. Though there is no ready explanation for this failure 
to make allowance for dependents, it was probably, in the 1913 
Act at least, a matter of indifference as the other exemptions 
were so large and the rates were so low that there was little 
pressure upon the legislature to make any allowances for differ- 
ing family responsibilities. 

In Germany the early development of the income tax provides 
an interesting variation of the rule set in England. Adopted 
by several of the German states from 1848 on, this income tax 
was not particularly successful until the Prussian income tax 
of 1891 was enacted,® Prior to this date there had been in 
Prussia a succession of acts modifying the Poll Tax of 1811, 
which gradually brought the tax closer and closer to the modern 
conception of an income tax.*^ However, as early as 1873 ^ 
minimum taxable income was prescribed, all persons with in- 
comes below this level being exempt from the class tax then in 
vogue.® Thus it may be seen that even though the Prussian 
income tax grew out of a universal poll tax, it was found ex- 
pedient to provide some sort of exemption. 

® Foster, Robert, and Abbot, Everett V., A Treatise on the Federal In- 
come Tax Under the Act of 18^4, Boston, 1894, p 138 

® See Seligman, Edwin R A , op. cit , pp 250-258. 

’’ See Hill, J H , “The Prussian Income Tax,” in Selected Readings in 
Public Finance, by C. J. Bullock, New York, 1924, pp. 282-283. 

8 Ibid. 
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In the other countries now including the income tax as a 
regular part of their fiscal systems, exemptions of some mini- 
mum income from taxation are the rule.^ Though the amount 
of exemption varies, the principle is well established and may 
be expected to remain so for some time to come. 

In the 34 state income tax laws now in effect in the United 
States, the exemption of a minimum income is also a fixed policy. 
However, as in the different foreign countries, the amount 
of the exemption allowed varies considerably. For married 
couples, the highest exemption is $3,000 in Alabama, and the 
lowest only $1,100, in South Dakota.^® It should be noted, 
however, that the majority of the state laws have been enacted 
within the past few years and that there has been in recent years 
a tendency for the states with unusually high or low exemptions 
to modify their laws to bring them closer to the average.^^ 

With uniform principle of minimum exemptions carried out 
in such a variety of ways, there have naturally been many 
different theories advanced and justifications made for the policy 
pursued. It is to this aspect of the problem that attention will 
now be turned. 

Apparently the earliest, and certainly the most widely held 
justification for the exemption of small incomes from income 
tax is that it is wrong morally and undesirable economically 
to tax persons who are recipients of incomes only large enough 
or less than large enough to support life at a mere subsistence 
level. Though neither Smith nor Ricardo considered the specific 
question of exemption from income tax, there may be found in 
their respective theories of wages and wage taxation the basis 
for the theory of the exemption of subsistence incomes adopted 
by the writers of later years. Both these writers, believing 
that wages were regulated in general by the cost of subsistence 

^Tax Systems of the World (7th edition), The Tax Research Founda- 
tion (Commerce Clearing House, Inc, Chicago, 111), 1938, passim, 

10 The South Dakota exemption is expressed in the form of a tax credit 
of $12. With the rates in force, the first $1,100 of income are tax free. 

See Strayer, Paul J., “Possibilities of the State Personal Income Tax,” 
The Tax Magazine, Vol 16, No. 10, October 1938, p. 583 

12 The practical problems of administration and of politics will be con- 
sidered in Chapters 5 and 6. 
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or some habitual standard of living large enough to support 
the laboring population and to provide for its replacement, held 
that wages in general and in the long run could not bear a tax. 
Adam Smith believed that wages, if taxed, must be raised and 
that the burden would be shifted, in the form of higher prices, 
to the consuming public or, in the case of agricultural labor, to 
rent.^® Ricardo, on the other hand, believed that the rise in 
wages attributable to any tax that encroached upon the sub- 
sistence of the worker would be taken out of profits. 

It is the Ricardian viewpoint which is accepted by Mill 
Mill, however, considered the actual problems of income tax 
exemption. Developing the theory of equal sacrifice, he held 
that, 


To take a thousand a year from the possessor of ten thousand, 
would not deprive him of anything really conducive either to the 
support or to the comfort of existence; and if such would be the 
effect of taking five pounds from one whose income is fifty, the 
sacrifice required from the last is not only greater than, but entirely 
incommensurable with that imposed upon the first. The mode of 
adjusting these inequalities of pressure which seems to be the most 
equitable, is that recommended by Bentham, of leaving a certain 
minimum of income, sufficient to provide the necessaries of life, 
untaxed. Suppose fifty pounds a year to be sufficient to provide the - 
number of persons ordinarily supported from a single income, with 
the requisites of life and health, and with protection against habitual 
bodily suffering, but not with any indulgence. This then should be 
made the minimum, and incomes exceeding it should pay taxes not 
upon their whole amount, but upon the surplus. If the tax be ten 
per cent, an income of sixty pounds should be considered as a net 
income of ten pounds, and charged with one pound a year, while an 
income of 1000 pounds should be charged as one of 950 pounds. 
Each would then pay a fixed proportion, not of his whole means,* 
but of his superfluities.^® 

IS The Wealth of Nations, Vol II, Book V, Ch. 2, Part II, Article III 
(Everyman’s edition), pp. 346-347. 

Ricardo, David, The Principles of Political Economy and Taxation 
(Everyman’s edition), Chap. XVI, p. 140. Mill, John Stuart, Principles of 
Political Economy (Ashley edition), Book V, Chap. Ill, Section 4, pp. 
827-829. 

15 fbid., Book V, Ch. II, Section 3, p. 806. 
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The doctrine as expounded by Mill was very rigid and could 
not be said to support any theory of exemption to be used to 
equalize incomes. He was against progressive taxation of 
“superfluities” and stated that “The exemption in favor of the 
smaller income should not, I think, be stretched further than 
to the amount needful for life, health, and immunity from 
bodily pain.” 

Mill not only established a case for the exemption of sub- 
sistence incomes from the income tax, he also realized that if 
there were other indirect taxes imposing heavy burdens on those 
with smaller incomes, the exemption under the income tax 
should be larger than the subsistence income, if income tax was 
not to add to the regressive nature of the total tax system. In 
his testimony before the Select Committee on the Income and 
Property Tax of 1852, he said, “It seems to me right to exempt 
from income tax, and from all taxes as far as you can, the 
amount required for the necessaries of life. But under the 
present system of taxation, it is right to consider whether the 
remaining taxes do not press more on the smaller than on the 
larger incomes. I conceive that they do, and that this justifies 
the present exemption from the income tax of incomes under 
£150 a year.” 

McCulloch, a contemporary of Mill, was in favor of grant- 
ing an exemption of subsistence incomes but expressed concern 
over the possible abuse of the principle, fearing that the exemp- 
tion might be used against the best interests of the upper 
classes.^® He believed that • “The income exempted from the 
tax, whatever it may be, should be held to be indispensable for 
subsistence, for otherwise there can be no good reason for its 
being exempted.” 

A particularly vigorous stand in favor of the exemption of 
subsistence incomes was taken by J. B. Say. He contended 


, p. 807. 

r- Select Commtttee on Income and Propcrtv Tav 

p?T93i2°9!t. Stuart Mill,’ 
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of Taxation and the Funding System, London, MDCCCXLV n i-io 
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that : 'Tt would be somewhat bold to maintain that a parent is 
bound in justice to stint the food and clothing of his child to 
furnish his contingent to the ostentatious splendor of a court or 
the needless magnificence of public edifices/' 

The more recent advocates of the subsistence theory have 
added little to the theory. Bastable believed that: ‘‘When 
exemption is claimed for the minimum it can only be on the 
ground that it will be employed in buying necessaries ; any other 
application of this amount fairly brings it under the weight of 
taxation." Cassel, accepting Mill's theory of equal sacrifice 
as the basis for the distribution of the tax burden, would exempt 
the necessaries from taxation. He does, however, in common 
with many other later writers, modify the strict interpretation 
of the concept of “necessaries." He contends that: “These 
necessaries are not the necessaries of merely physical subsistence ; 
but are, to use the language of Professor Marshall, 'the neces- 
saries of efficiency.' Then as soon as taxation would interfere 
with the efficiency of any special class of the community, the 
sacrifice would be, in Mill's terms, quite incommensurable with 
that of the other classes, taxed only out of their surplus income 
above the margin of efficiency." 

Hobson agrees with Cassel and Marshall that exemptions at 
a level only large enough to provide for physical subsistence are 
not sufficient. Though he develops his own theory of tax distri- 
bution based upon the concept of “surplus income," the practical 
implications of his theory do not differ greatly from the more 
usual programs based upon either the equal or minimum sacri- 
fice doctrines. He does, however, add a fresh note in his con- 
sideration of the reaction of organized labor to a tax on standard 
wages even though they may be above the subsistence level. He 
believes that : “A tax on low standards of wages would entail 
a loss of physical efficiency in the worker and his family, thus 
reducing the actual physical supply of labor power. A tax on 
the higher standards, reducing these elements of comfort or 

20 Bullock, C. J, Selected Readings in Public Finance (3rd edition), 
New York, 1924, p. 159. 

21 Bastable, C. F , Public Finance, op cit , p 320. 

22 Cassel, G., ‘‘Theory of Progressive Taxation,” Economic Journal, 
December 1901, pp 481-491. 
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pleasure which figure most clearly in his consciousness, would 
be met by a 'morah revolt of organized labor that would have 
the same injurious reaction upon industry. Standard wages are 
therefore necessary elements of income with no true power to 
bear a tax/’ , 

Pigou also develops an efficiency standard. He believes that 
conventional necessaries are often given precedence over real 
necessaries and that a tax upon incomes only large enough to 
include necessaries, conventional or real, is likely to result in 
the retention of the conventional necessaries and a cut in the 
real necessaries.^^ 

Dalton, one of the most liberal writers, associated with the 
Labor Party in England, believes that taxation upon the poorer 
members of a community should be avoided as it will reduce 
their efficiency and the future efficiency of their children. He 
says, ‘'It is doubtful at what level of income the line should be 
drawn, below which taxation is likely to reduce efficiency.^ But 

‘‘^It must, of course, be drawn considerably higher than ^sub- 
sistence level.^ For the efficiency of those who have to live at or 
near this level is obviously less than it would be if their incomes 
were larger ” 

it is clear that, even in the richest modern communities, the 
incomes of a large section of the population still lie below it. 
Moreover, the line must be drawn at different levels for different 
classes of workers.” 

Buehler, who has recently reviewed the various theories of 
exemption at some length, believes that : 'Theories of exemption 
have often been based on the assumption that a given supply of 
population must be maintained, — ^probably due to the influence 
of the mercantilistic philosophy that a large population is neces- 
sarily a good thing in itself. ... A more logical foundation 
for the theory of the exemption of a minimum of subsistence 
from taxation is the assumption that taxation should not be 

!! State, London, 1919, p. 16. 

P 595^*^°'^’ ^ of Welfare (ist edition), London, 1920, 

“Dalton, Hugh, Principles of Public Finance (9th edition), London, 
1936, pp. 104-105. ’ 
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employed to modify conditions of population, but to raise 
revenue/' He believes, with Ricardo and Mill, that taxes 
upon subsistence tend to be shifted from the poorer elements 
of society to the richer classes through readjustments in the 
population supply and advances in wage rates, and that although 
it is possible to avoid a decline in population by the expenditure 
of government revenues upon those impoverished by taxation, 
it is more desirable to avoid creating paupers by taxation by 
exempting a minimum of subsistence 

A most attractive theory to justify the exemption of an 
income providing simply the necessities is the theory that it is 
necessary to provide some allowance for the reconstitution of 
the capital value of man. Though it has been considered in 
the past,^^ it fits most neatly into the concept of taxable income 
now in vogue in the United States. As the concept is developed 
in the United States, taxable income is the net income remain- 
ing after the expenses necessary to the acquisition of income are 
deducted from gross receipts. It may be argued, therefore, that 
if the expenses of running a machine are a fair deduction from 
its product, the essential living expenses of man are also neces- 
sary to the acquisition of income and should be deductible. The 
comparison may be carried even further and the special expense 
necessary to raise children capitalized and then deducted year 
by year as is the allowance in business for depreciation and 
obsolescence of capital goods. 

Though it is possible to present many more variations of the 
ideas expressed above, it does not seem worth while. They are, 
for the most part, variations on the same theme and are all 
inadequate explanations of the actual policies of the tax author- 
ities the world over. The discrepancy between theory and prac- 
tice is emphasized by the fact that the various countries of the 
world continue to obtain a large portion of their revenues from 
tariffs, excises, and similar measures, the burden of which is 
generally believed to fall in large measure upon the same persons 

28 Buehler, Alfred G., “Taxation and the Minimum of Subsistence,” The 
American Economic Review, Vol. XXIII, No. 2, June 1933, pp. 234-244. 

27 Ibid,, p 235. 

28 de Marco, Antonio de Viti, First Principles of Public Finance, London, 
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who have had a minimum of subsistence exempt from income 
tax. 

There are only two explanations of the actual policy followed 
that seem to fit the facts The first is that it has been found 
expedient for political and administrative reasons to exempt 
a large part of the population from an income tax. It is the 
practical politicians' desire to ‘'pluck the goose with the least 
squawking." Many believe that this may be done by what are 
known as hidden taxes rather than by a direct personal income 
tax. The belief is that if a tax is paid in small doses, as in the 
sales tax, or is a part of the final sales price to the consumer, it 
will cause much less notice than if the same amount were to be 
payable in fairly large sums throughout the year. The adminis- 
trator tends to believe that the best tax is the simplest and the 
least costly to collect. It has been indicated in the previous 
chapter that the number of taxpayers increases rapidly with 
even slightly lowered exemptions and that the revenue per 
taxpayer is not likely to be very great. This would inevitably 
result in higher costs of collection and, it may be feared by some, 
in complete disruption of the administrative machinery. Both 
the administrative and political problems will receive analysis 
below. It is easy to see, however, why there is the tendency 
on the part of politicians and administrators to shy away from 
lower exemptions. 

The second justification for the exemption of small incomes 
from the personal income tax that seems to fit the facts might 
well be associated with the first. It is that, once it is recognized 
that it is either desirable or inevitable that the smaller incomes 
are going to be taxed heavily by indirect means, these same per- 
sons are certainly not in a position to pay an additional income 
tax. If it is desirable to prevent regressive taxation or to 
encourage progressive taxation, this may be done at the present 
time only if the smaller incomes are exempt from the personal 
income tax. This position is supported by the evidence which 
will be presented below which will indicate that below the level 
of income tax exemption the existing tax system is regressive. 
Thus, if a thoroughly progressive tax system were to be 
achieved, it would be necessary to lessen the existing taxation of 
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the poorer members of the community. This explanation does 
not imply, of course, that the use of indirect taxes is wise. 

In 1920 the Report of the British Royal Commission on the 
Income Tax contained the following revealing statement: 

The truth is that the exemption limit has never in this country 
been based on a figure consciously related to any kind o£ minimum 
subsistence, and that if our financial condition had warranted it the 
exemption limit in 1914 might quite possibly have stood at £200 
or £300 instead of £160.^® 

Here, it seems, variation in the exemption level has been used 
as a means of adding to or subtracting from the yield of the 
income tax. This is possible as the level of exemption not only 
determines the number of taxpayers but also has the effect of 
changing the taxable income of the income taxpayers in the top 
brackets. A decrease in the exemption from £300 to £160 
would add £140 to the net taxable income under the British 
law. As the rates are applied to taxable income, not gross, this 
will increase the amount of income subject to the highest rates. 

This state of affairs is not true of England alone. Jensen, 
reviewing the history of the exemptions under the federal in- 
come tax, neatly disposes of the subsistence doctrine as a basis 
for actual policy. He says, 

The most fetching argument is found for the exemption of an 
amount required for a minimum standard of living. . . . But these 
exemptions are tempered by the need for revenue and other con- 
siderations. The federal income tax of 1913 exempted $3,000 to 
a single person, and $4,000 to others, and these levels were main- 
tained in the 1916 act. In 1917, due to the pressure for revenue, 
the exemptions became $1,000 and $2,000 respectively, and so re- 
mained during the 1918 act, despite the rising cost of living which 
ought, on the theory of a minimum cost of living, to have required 
increased exemptions In 1921 and 1924, despite lower living costs, 
the exemptions were again raised and became $1,500 and $3,500 
respectively, in 1926.®® 

29 Report of the Royal Commission on the Income T ax, 1920, London 
(His Majesty's Stationary Office), p. 55. 

Jensen, J. P., Government Finance, New York, 1937, pp. 305-306 
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Shoup agrees with Jensen and believes that the minimum of 
subsistence argument has little practical effect, “inasmuch as the 
same governments that grant this exemption tax even the 
poverty stricken classes through various indirect taxes, par- 
ticularly excises, customs duties, and a certain part of the 
property tax.” 

Though Jensen and Shoup are critical of the exemption of 
subsistence as an explanation for the income tax deductions now 
granted, they do not take a stand against the practice. They 
do not believe it is an adequate explanation of the facts of the 
case. On the other hand, Cohn, Taussig, and Lutz believe that 
there is no justification for the exemption of subsistence incomes. 

Cohn believed “The sympathetic attitude of this theory of 
taxation towards the people involves an unsympathetic attitude 
towards the state.” Taussig wrote that, “Considered as a 
matter of principle, it is by no means desirable that workingmen 
as a mass should not be subjected to taxes. . . . There is no 
ground for the assumption that the mass of workingmen in 
advanced countries have barely the ‘living wage’ and should 
therefore be exempted. It is fit that they too should contribute 
toward the public charges.” Lutz’s position is the most em- 
phatic of the present-day writers on the subject. He contends 
that “The structure of existing income taxes at this point has 
been influenced by the contention of early nineteenth-century 
writers that a certain ‘minimum of subsistence’ should be tax 
free. There has never been any agreement as to the proper 
amount of such a subsistence minimum, nor any consideration 
of the economic, as distinguished from the political logic and 
consequences of such a policy. The argument is not valid, in 
any case, as an objection to a theory of universal personal taxa- 
tion.” 

The arguments of Cohn, Taussig, and Lutz are alike in that 
they are based upon a political theory which holds that there 


31 Shoup, Carl, Tax Exemption,” Encyclopedia of the Social Sciences, 
New York, 1934, Vol XIV, pp 528-530. 

33 Cohn, Gustav, The Science of Finance, Chicago, 1895, p. 328. 

83 Taussig, F. W., Principles of Economics (2nd edition). New York, 
1918, Vol II, p. 522. 

34 Lutz, H. L., Public Finance (3rd edition), New York, 1936, p. 474. 
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should be no privileges of citizenship without conscious payment 
to support the government granting these favors, and also in 
that they are concerned about the abuses which might result 
from the extension of the principle until a minority was con- 
tributing all funds used for the benefit of the majority. 

The difficulty of defining what should be included in a mini- 
mum standard of living and the measurement of this minimum 
is also stressed by those who oppose the exemptions. It is 
argued that the minimum is different at different times, that it 
varies from place to place, and that workers in different occupa- 
tions do not require the same allowance. It is concluded, there- 
fore, that the granting of allowances is impracticable. Few 
persons would disagree with the statement that a refined measure 
of what constitutes a subsistence income is, for administrative 
reasons, impracticable. However, there is little force in the 
conclusion that because of the difficulties of measurement the 
deduction should not be granted. If there is a need to make 
allowances for subsistence incomes, it seems logical to hold that 
an exemption which is imperfect is still better than none at all. 

A much stronger argument against the exemption of a mini- 
mum of subsistence is that advanced by Marshall, Stamp, and 
others, that if state expenditures are more productive than 
private expenditures, the gain to the workingman from govern- 
ment expenditure may be greater than the sacrifice entailed in 
the taxation of subsistence.^® It is of interest to note, however, 
that although Dalton stresses the idea that the expenditure of 
revenue is just as much a part of the study of taxation as the 
sacrifices, he would not deny the exemption to the small income 
receiver.^® Dalton^s belief in the exemption of small incomes 
regardless of the benefits of governmental expenditures is based 
upon his acceptance of the policy of governmental intervention 
in the distribution of the national income. He believes that 
taxation should be used to promote the maximum social advan- 
tage and that, at the present time, this may most nearly be 
realized by the exemption of small incomes and liberal expendi- 
tures for the benefit of the underprivileged. Granted a different 

85 See Buehler, Alfred G., op, cit , p. 236. 

8® Dalton, Hugh, op. cit,, pp. 8, 47. 
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distribution of the national income, with wage earners receiving 
a larger share, his conclusions as to exemption and expenditure 
policy might be different. 

Although this approach is useful in consideration of matters 
of general policy, it is subject to severe limitations when it is 
applied to some specific problem. What is wanted is some 
measure of the benefits conferred by governments upon persons 
in different income classes. It may be possible to measure costs 
in cases where there are direct outlays for such purposes as 
relief or perhaps even for housing. The difficulty arises when 
the expenditure is one made for the community as a whole and 
the benefits accruing to each individual are uncertain. However, 
even if it were possible to measure the cost of the service or 
good enjoyed by the individual, would it be fair to say that he 
had benefited to that extent? The troublesome problem of the 
person who receives a service he does not want, or wants less 
than some other, is bound to arise. Should the cost of this im- 
provement which he did not want be considered as an offset to 
some other tax burden imposed upon this man? He would 
certainly protest such a conclusion. 

This qualification of the practicability of considering tax 
burden and expenditure benefit together is not meant so much 
as criticism of the idea, which is believed to be a real improve- 
ment on the old idea of considering the tax alone, as it is to 
again emphasize the fact that, in the end, the conclusions arrived 
at with respect to tax distribution are a matter of opinion as 
much as anything else. 

This question of government intervention in the distribution 
of national income is probably more important than any other 
single factor in the determination of policy. Believers in any 
theory of tax distribution, such as equal or minimum sacrifice, 
will differ on the distribution of the tax burden if they do not 
agree with each other on the justice of the existing distribution 
of the national income. Thus, if the expenditure of govern- 
ment revenues is included in the discussion of the problem, there 
is no reason why the acceptance of the equal sacrifice theory, 
the minimum sacrifice theory, or any other theory of tax dis- 
tribution should logically lead either to a policy of exemption of 



THEORY OF THE PERSONAL EXEMPTION 


35 


small incomes or to their taxation. The important variables 
in arriving at a decision as to policy are the distribution of the 
tax burden, the distribution of the benefits of government 
services, and the pain inflicted by the first and the satisfaction 
received from the second As a calculus to measure these 
quantities has yet to be devised, their measurement on an objec- 
tive basis is impossible. The final decision arrived at will depend 
upon the individual who is debating the matter. If he believes 
that the general welfare can best be promoted by a lessening of 
the present inequality of incomes, he will favor high exemptions 
and large expenditures for the benefit of the masses. If, on the 
other hand, it is beUeved that there is substantial justice in the 
distribution of income at the present time, a program of high 
exemptions and large expenditures will not be favored. 

In some cases concern is indicated regarding the obvious 
responsibility of all citizens to contribute to the state and an 
effort is made to restrict the expenditures of government to the 
bare essentials. An example is found in the believers in the 
benevolence of the '^unseen hand"' who fear the social and polit- 
ical consequences of a policy which would consciously alter the 
distribution of income by taxation, and hold up as an ideal a 
tax system which is completely neutral in its effects. However 
desirable this may seem, it is most difficult to achieve in a 
modern democracy. The tariff is an example of a tax which 
may profoundly alter the distribution of income. On the ex- 
penditure side, such items as expenditures for public education 
and public health are firmly established. Almost every act of 
government has some effect on the eventual distribution of the 
national income. It is idle to object to exemptions from income 
tax on these grounds. The real issue is what sort of redistribu- 
tion is desired and to what extent should it be carried. 

McCulloch claimed that once the government adopted a policy 
of interference with the natural order of events, we would be 
‘‘at sea without rudder or compass.’’ Seligman argued against 
Wagner’s socio-political theory of taxation in a similar fashion 
but justified many of the ideas of Wagner in a different way.^® 


Bullock, Charles J., op, cit,, p. 241. 
88 Ibid,j pp. 258-268. 
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Certainly McCulloch would not favor progressive income taxa- 
tion as advocated by Seligman, yet both agree upon the abstract 
theory of neutral taxation. Though Seligman claims to favor 
progressive income taxation because of its conformity to his 
^'faculty’’ theory of taxation, it might be more nearly correct to 
say that Seligman is not adverse to the taxation of those who 
have for the benefit of the “have-nots,’' as long as it does not 
result in rapid or violent change in the status quo. This is the 
real issue from the practical point of view. 

The inadequacy of anything but a frank admission of one’s 
aims and preconceptions is made clear by the fact that even the 
most elaborate theories of tax distribution based on the premise 
of the diminishing marginal utility of money incomes provide 
no positive basis for determination of the type of tax distribu- 
tion that should follow. One of these theories, the theory of 
equal sacrifice as worked out by Mill, assumes that justice is to 
be had by making the sacrifice of taxpayers as nearly equal as 
possible. As Pigou, in criticizing Sidgwick, so clearly points 
out, 


On the basis of Sidgwick’s intuition to say nothing of the claims 
of equi-proportional sacrifice, there is at least as good a case for 
taxation which makes net satisfactions equal as for taxation which 
makes sacrifices equal. Indeed, there is a better case. For people’s 
economic well-being depends on the whole system of law, including 
the laws of property, contract and bequest, and not merely on the 
law about taxes. To hold that the law about taxes ought to affect 
different people’s satisfactions equally, while allowing that the rest 
of the legal system may properly affect them very unequally, seems 
not a little arbitrary.®® 

Other expressions of a similar nature are found in the writ- 
ings of Bastable and, more recently, in the work of Simons and 
Kendrick. Bastable believed that : 

The distribution of taxation may be said with far more justice 
than the distribution of wealth in general to be “a matter of human 
institution solely.” Like all questions into which the conception of 
“ought” or rightness enters, it is an ethical one; but its correct 

8® Pigou, A. C., Public Finance, London, 1928, p. 60. 
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solution is so bound up with economic and financial considerations, 
that it must remain within the field of financial inquiry 

Simons summarizes his position in the following statement : 

At any rate, it may be best to start by denying any justification 
for prevailing inequality in terms of personal desert. This position 
has the great virtue of being definite; and it seems more nearly 
defensible than any other simple position relevant to the immediate 
problem. If one refuses to accept this dogma, one’s error cannot 
be demonstrated by resort to scientific or dialectical analysis. We 
may plead, remonstrate, preach, and exhort; but we cannot prove. 
But one dogmatic assertion is permissible, namely, that by no other 
means can the problem be dragged out into the open. Taxation must 
affect the distribution of income, whether we will it or not; and 
it is only sensible to face the question as to what kind of effects are 
desirable To do this is to reduce the discussion frankly to the level 
of ethics or aesthetics. Such a procedure, however, is certainly 
preferable to the traditional one of “describing” the attributes of 
the good life in terms which simply are not descriptive.^^ 

Kendrick's analysis of the basis of the ability-to-pay theory 
of taxation challenges the validity of the basic assumptions of 
declining marginal utility of money, the sacrifice involved in the 
payment of taxes and the quantitative expression of that sacri- 
fice. He reaches the following conclusion : 

But whatever support may be indicated and related to the rate 
structure, it is important that graduated taxation shall be founded 
on the broad realities of the economic system, and not on the thin 
nebula of hedonism in reverse. Then decisions as to the use of such 
taxes can be governed by economic considerations. Taxes are im- 
posed by collective action. They have economic effects; and these 
effects, in turn, entail consequences for the society levying the taxes. 
The choice of the taxes to be laid, and the rates at which they are 
to be applied expresses, therefore, a preference for one set of eco- 
nomic effects and hence of social consequences to another. Such 
are the facts. The theory should corresponds^ 

so Bastable, C. F,, op. cit., p. 281. 
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In practice other factors are also important. There is, first 
of all, a limit to which a government can afford to expand its 
program of social services and give up its revenue from those 
taxes which are collected indirectly from all people, rich or poor. 
Equally important is the political problem of representation 
without taxation. 

A review of the attitudes of the various writers considering 
the exemption of a minimum from income tax reveals the im- 
portance of individual value judgments in the formation of each 
writer’s conclusions. Although objective formation of conclu- 
sions is impossible, there has been a tendency for the use of 
various theories of exemption of a minimum as an explanation 
of the existing levels in an unrealistic manner. The most com- 
mon error has been that of failing to include within the scope of 
the individual discussion the total tax system. Exemption of a 
minimum from income tax is of particular significance in its 
effects on the distribution of the tax burden. Its true signifi- 
cance will be realized, however, only if the effect of other exist- 
ing taxes is considered. To avoid this difficulty and in order 
to bring the discussion of the exemption of a minimum up to 
date, the following chapter will be devoted to the consideration 
of the immediate problems confronting the person wishing to 
form his own conclusions on these matters. 



CHAPTER 4 


THE EXEMPTION LEVEL AND THE 
DISTRIBUTION OF THE TAX BURDEN 

Consideration of the practicability of lower personal exemp- 
tions requires that attention be turned to the effects of such a 
change on the existing distribution of the tax burden. In the 
previous chapter it was concluded that the point of view or 
general attitude of the individual concerned was the determin- 
ing factor in the position he took with respect to this problem. 
As the conclusions formed in this study are dependent on the 
convictions of the author the first part of this chapter will be 
devoted to the development of his concept of the ideal distribu- 
tion of the tax burden. In the latter part of the chapter atten- 
tion will be turned to the evaluation of the present tax system 
on the basis of the ideal standards selected and the consideration 
of the possibility of achieving the ideal distribution. 

The Ideal Distribution of the Tax Burden 

The Desirability of a Progressive Tax System. — The few 
general principles that are believed to provide the essential basis 
for the proper distribution of the tax burden are rather exacting 
in their demands in spite of the fact that they may be stated in 
general terms. In the first place, it is believed that a good, just, 
equitable, or socially desirable tax system should be progressive 
throughout the entire tax structure. This requires that, begin- 
ning with the poorest person subject to any taxation at all, other 
things being equal, it is necessary to have the tax paid, directly 
or indirectly, increase as a per cent of individual income as 
incomes increase. 

Upon this point there is considerable agreement among the 
more modern authorities. Not only do the academic writers 
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agree/ but the idea has penetrated popular thought and has been 
the basis for actual legislation in all parts of the world. All the 
large democratic nations in the world pay at least lip service to 
the idea of progression by the imposition of at least a progres- 
sive income tax.^ 

There are many reasons for this point of view. One is that 
to obtain the revenues necessary to run the modern government 
and still maintain a democracy, it is necessary to adopt the 
principle of progression. Evidence of this fact is found in the 
timing of the adoption of this principle in this country and the 
attaining of truly progressive rates in England. In both cases 
the rates were low throughout the income tax structure, giving 
at best the mildest sort of progression, until the extraordinary 
expenses began to mount. The most important of these are 
the outlays necessary to conduct a war. As a matter of fact, 
the progressive income tax was thought of as a war revenue 
measure and a temporary tax in its early use in England.^ In 
our own country the first attempt to use the progressive income 
tax by the federal government, prior to its final adoption in 1913, 
was during the period of the Civil War. However, the Act of 
1894, which never became effective, was an exception to the rule 
as it was coupled with the lowering of the tariff, the main source 
of federal revenue. Extensive use of the other chief type of 
progressive tax, the death duty, is of even more recent origin 


^ Dalton, Hugh, Principles of Public Finance, op cit., p. 94. Lutz, H. L., 
Public Finance, op. cit., pp. 361-363- Seligman, Edwin R. A., Progressive 
Taxation in Theory and Practice (Publications of the American Economics 
Assn), Third Series, Vol. IX, 1908, passim 

^Tax Systems of the World (7th edition), Tax Research Foundation, 
Chicago, 1938, passim. 

3 “Dealing first with the history of the Income Tax, I have pointed out 
that the Income Tax in this country had its origin in the financial necessities 
occasioned by the expense of the great war at the end of the i8th Century. 
. . . But, as a matter of fact, the Crimean War intervened to render it 
impossible to repeal the Income Tax then, and, indeed, in 1885 it stood at a 
higher figure than it afterwards reached till quite recent times . . . and in 
more recent times it has become recognized that a tax which originally was 
conceived as a war impost, and a temporary tax, must be, at any rate, one 
of the main taxes, if not absolutely the paramount tax in British taxation.” 
(Evidence of Mr. R. V. N. Hopkins, C B, a Commissioner of Inland 
Revenue, Royal Commission on The Income Tax, Minutes of Evidence, Cmd. 

^88-1, London, 1919, No. 45, p. 4.) 
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and may be correlated with the continued rise in the expenditures 
of the government A 

Another reason for this turn to the progressive type of tax 
is found in the nature of the distribution of incomes. With 
27.9 per cent of the total national income being received by 1.8 
per cent of the population, it is easy to point out the advantages 
of the progressive tax as a means of adding needed revenues.® 

The change in the attitude of people toward the social obliga- 
tions of the state is also believed to be a factor leading to the 
adoption of the progressive tax. This has developed in recent 
years in more than one way, and it is only natural that it should 
have had its ef¥ect<»upon measures of taxation Examples of 
the results of this change are found in the flood of what is gen- 
erally included under the head of social legislation. Although 
England has been in advance of this country in such measures 
as unemployment insurance and old-age pensions, our attitude 
is not greatly different and, at the present time, we seem to be 
trying to make up for lost time. The idea that there is an 
American standard of living which should be maintained even 
though it require a considerable redistribution of wealth from 
the wealthy to the poor is one that has gained considerable favor 
in recent years. It may follow, then, that a good part of the 
basis for the theory of taxation according to ability is to be 
found in the desire to express in some relatively innocuous form 
the idea that the wealthy have an obligation to see to it that the 
less fortunate have at least the essentials of decent living. Em- 
phasis upon what is necessary to have ^'equality of opportunity’’ 
has made it clear that many of the persons with an income in 
the lower brackets have less than is necessary even before any 
tax is imposed. 

The policy of enlightened conservatism practiced in England 
and often referred to as ‘Tory Socialism” may also have had its 


^ Lutz writes : ^'Death taxes are not a^ modern invention. Such levies 
were used by the Romans, or even by earlier nations, and there was some 
discussion of the subject, together with some fragmentary applications of 
the tax, during the Middle Ages. Their development on an extended scale 
and in a sufficiently systematic manner to produce significant revenue is a 
matter, however, of the last generation.” (Lutz, H. L., op, cit ^ p. 659.) 

® See Chapter 2, page 17. 
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influence in this country. There is a story told of one of the 
most prominent of the early American advocates of the income 
tax amendment carrying great weight with his more wealthy 
friends by arguing that the income tax was a small price to pay 
to avoid the worse extreme of socialism. 

Still another reason for the trend toward the progressive tax 
is the fact that as the nature and extent of the activities of the 
government grew more complex and increased in total amount 
it was recognized that the older theories of tax distribution, such 
as benefit or cost of service, were inadequate. An example is the 
impossibility of justifying the assessing of citizens for public 
education on the basis of the benefit received. The need there- 
fore arose for a theory of tax distribution more nearly in accord 
with the practice of the time. In this case it seems only natural 
that thought was turned to the basic liberal ideal of public action 
to promote the greatest good for the greatest number. At first 
this was interpreted as requiring proportionate taxation, but as 
time went on and the changes noted above took place this was 
gradually turned into a basis for the support of a progressive 
tax.^ 

Granted that this idea of progressive taxation is basic at the 
present time, it does not necessarily follow that it is completely 
carried out in practice. It is of particular importance to the 
problem of lower bracket income taxation to see if the tax 
system is progressive in the lower brackets and then to suggest 
what the result of lower exemptions might be on the progres- 
sivity of the tax system in the lower brackets. This will be the 
subject of inquiry in the second part of this chapter. 

The Principle of Equality. — ^The second broad principle of 
tax distribution that will afford a basis for the critical examina- 
tion of the proposal to lower the exemptions of the income tax 
is the principle of equality. That is, it is believed that the tax 
system should tax persons with similar capacity equally. It is 
believed that this requires that allowance should be made for 
the fact that persons with equal incomes do not always have the 
same responsibilities and thus the same capacity to pay for the 

® Simons, Henry C., Personal Income Taxation, Chicago, 1938, pp. 3-5. 
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cost of government. It would seem to follow, therefore, that 
the ideal tax would be one that assessed each individual sepa- 
rately, recognizing the fact that each person may have a different 
capacity to bear taxation. Taxes whether originally imposed on 
some business or some piece of property must always affect the 
individual. The tax system that goes furthest in recognizing 
this principle is the one that comes closest to meeting the ideal of 
equality of treatment.'^ 

This principle of equality is to be considered effective, how- 
ever, only in the case where the general revenue is being con- 
sidered. That is, when it is considered desirable to impose taxes 
for some purpose other than the general needs of the treasury, 
it no longer holds true in the same manner. Examples of this 
sort of tax are important, as it is the practice of many govern- 
ments to use the tax system for the purpose of control or of 
corrective justice. Thus, the tax on liquor, if it is accepted as 
desirable for the purpose of reducing consumption, may fairly 
result in different tax burdens for individuals with the same 
income and responsibilities if one is a drinker and the other is 
not. The same would hold for the taxation of unusual profits 
in time of war if it is believed that the use of the tax system is 
necessary to correct the windfall gains of producers of war 
materials. 

The idea of equality in its simplest form goes back at least 
as far as the basic principles of Adam Smith and is found in 
the writings of most of the men since his time.® The discus- 
sion of the problem of double taxation is based in large measure 

Cohn believes, for example, that Among the great shortcomings of the 
taxes on consumption (to confine ourselves to this category) is to be counted 
the circumstance — which viewed from another side is a merit — that the 
collection of the tax takes place without reference to or contact with, the 
person on whom it is intended that the burden should rest. We proceed on 
nothing more definite than the estimated average of the proportion between 
the consumption of the taxable article and the taxpaying capacity of the 
individual.’’ (Cohn, Gustav, The Science of Finance, translated by T. B. 
Veblen, Chicago, 1895, p. 614.) 

8 The first of Smith’s four canons was that of equality. Seligman writes, 
‘The great problem which still remains, however, is to elucidate the exact 
nature of this economic justice. Everyone agrees that the essential in- 
gredients of this scheme are equality, or uniformity, and universality of 
taxation.” (Seligman, Edwin R. A., Essays m Taxation, loth edition. New 
York, 1928, p. 317 ) 
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on the acceptance of the idea that it is unfair to tax two indi- 
viduals of equal capacity in different amounts just because they 
happen to obtain their incomes from different sources. 

The growth of the idea of making allowance for the fact that 
persons of equal income may have different responsibilities is, 
however, more i-ecent. Until the adoption of the income tax, 
little was or could be accomplished. The development of the 
idea may be explained in the same manner as the growth of the 
idea of progression. It is probably an outgrowth of the rising 
sense of social responsibility and concern for the individual 
member of the state. 

Another explanation is that only as icthe administrative 
machinery of the taxing authorities was perfected could a pro- 
posal such as this even be considered. First, it is necessary to 
have an income tax and then a smoothly working one. Other 
types of general tax are not able to meet the demands of equality. 
A sales tax, customs duty, or property tax is levied upon a 
sale or the value of property, and although it may be recognized 
that it is the individual who eventually pays the tax, there is no 
opportunity to make allowance for the individual status of each 
of the persons upon whom the final burden rests. ^ This may 
be attempted very roughly by careful selection of the com- 
modities to be taxed. It is, however, impossible to hope for 
much by measures of this sort.^^ On the other hand, the income 

8 Stamp writes, “If we survey the history of taxation over the world in 
general, we can see that as nations become stronger in their administrative 
power, and as their ideas of taxation develop, so they employ the more subtle 
and delicate instruments of direct taxation, the effects of which are better 
understood and more under control, and as their ideas develop they get 
away from their primitive economic notions of ‘taxing things/ People are 
only now waking up, looking over the world in general, to the fact that 
though taxes may be put upon things and apparently paid by things, they are 
actually paid by persons, and are ultimately referable as burdens on a 
person’s total resources.” (Stamp, Sir Josiah, Studies in Current Problems 
%n Finance and Government, London, 1924, pp 207-208.) 

^0 In the recent Twentieth Century Fund study, the following conclusion 
is reached* “A system of commodity taxes made up of a number of these 
selective taxes, each carefully chosen because of the particular group that it 
burdens, might seem to offer considerable possibility of adjustment to the 
personal status of taxpayers. However, the number of such highly selective 
taxes that are administratively feasible is small, and the experience of the 
federal government during and shortly after the war, and again during the 
recovery years after 1932, has shown that the revenue from these sources is 
almost negligible.” {Facing the Tax Problem, op. cit., p. 319.) 
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tax affords the opportunity to carry this idea to any extreme 
that is considered administratively practicable. At the present 
time there are few persons who would deny the justice of the 
additional personal exemption granted to married persons and 
for dependents, although they might object to the size of the 
specific allowance made by the present law. Another type of 
allowance that has been received with favor in England and 
the United States is differentiation between ‘^earned’^ and ^'un- 
earned” incomes. In its simplest form this type of discrimina- 
tion is justified by the argument that the unearned income, gen- 
erally thought of as investment income, is more regular than 
the earned, and th^ additional security afforded the individual 
with a regular income is proper justification for the imposition 
of a heavier tax. 

Recognition of the fact that individual responsibilities, as 
well as income, are important in the determination of taxable 
capacity is a logical development in the attempt to attain the 
goal of the greatest good for the greatest number. It is a policy 
that is closely followed, however, in a democracy only. If the 
state becomes more important than the individual, and the pres- 
tige of the nation or the race the goal toward which all efforts 
are directed, concern over the minor problems and refinements 
of individual equity are likely to vanish. 

As with the principle of progression, this principle of equality 
will be used to test the existing tax structure and will provide 
a critical basis for the evaluation of the proposal to lower the 
exemptions. If it can be proved that with lower exemptions 
it will be possible to come closer to the ideal as expressed by this 
principle, then another point in favor of the direct taxation of 
small incomes will be made. 

Basic Exemptions. — Other points that have to do strictly 
with the distributive side of the question are not of great im- 
portance if it is recognized that the administrative and the 
political problems will receive separate treatment below. One 
problem, however, falls on the border line and should receive 
some mention at this point. It is the problem of the universality 
of taxation. Is there, as Cohn believes, an obligation of all citi- 
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zens of a democratic state to pay something to the govern- 
ment ? He believes that the maintenance of an orderly society 
by government makes it possible for persons to live in some- 
thing other than a state of chaos and thus implies that there is a 
universal obligation. Although this is primarily a problem that 
falls into the political aspects of this discussion, it is necessary 
to reach a conclusion on the moral or ethical and economic issues 
involved. 

With the exclusion of taxes justified on the basis of definite 
benefits or services rendered, the argument in favor of a strict 
interpretation of the principle of universality, for other than 
purely political reasons, is that the government is just as essen- 
tial to the poor as the food that they eat to support life and 
that there is no justification in the belief that they have a moral 
right to be relieved from their share of the general governmental 
expenses unless it is also believed that they should be relieved 
from the necessity of paying the competitive price for the other 
essentials of life. This is basically the same argument referred 
to above as the basis for Taussig’s refusal to admit the propriety 
of exemptions of the minimum of subsistence.^^ It is weak- 
ened, however, by the fact that the society in which we live is 
not willing to carry out the theory of distribution of economic 
goods on the strictly competitive basis to its logical conclusion 
of permitting the unemployable or temporarily unemployed to 
starve and the very poor to go without at least some assistance 
in the form of various health projects and other types of sub- 
sidies. 

Thus one finds that although the citizen may pay taxes to 
enjoy his rights as a citizen, the state will turn and with the 
other hand give him assistance that in effect is an offset to the 
tax burden. For example, if the total tax burden for a year is 
$5.00, and benefits in the form of free dental work worth, on 
the average, $10 00, are provided by the state, is there any point 
in collecting the $5 00 in the first place ? It may be decided that 
the cost of collecting the tax represents a waste, unless the polit- 
ical reasons for its imposition are strong enough to outweigh 

See the discussion on this point above (page 32) 

^2 Ihid, 
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this fact. The argument continues along the following line : If 
there were no tax, the government could reduce the subsidy for 
dental work by $5.00 plus the cost of collecting the tax and 
charge the recipients of the service the difference, the net gain 
to the community being the fact that there was no effort wasted 
on the collection of the tax in the first place. 

There are two flaws in this type of reasoning. First, there 
is no assurance that the individual will spend the $5.00 for dental 
work believed to be socially desirable. In the second place, with 
the practice of universal taxation and then redistribution it is 
possible to spread costs, if the individual need for them is irregu- 
lar, in such a way^hat they are not prohibitive to those who 
need them at some specific time. Using the example suggested 
above, it may be that the incidence of dental expenses is such 
that, if there were not the $5 00 tax on all persons who were 
entitled to the free service, the cost to the particular individuals 
who needed the service would be not $10 minus the cost of tax 
collection but $20.^^ This might be so high that those who 
needed the service could not afford it, even though in the long 
run the costs might be identical. In its simplest form the argu- 
ment boils down to the statement that it is desirable for the 
government to compel the citizen to contribute to a sort of cost- 
spreading scheme, this in his own interest and in that of the 
community as a whole. This argument becomes even more 
effective in cases where the control of some communicable 
disease is concerned. Another way of putting the case for the 
universal tax is that in many cases it is found that the govern- 
ment is a better and more efficient distributor of income than the 
individual acting alone. Although this may be objected to by 
some as a socialistic policy, it is being done at the present time 
and probably will become more important in the years to come. 

A study by the Committee on Costs of Medical Care found that “while 
69 per cent of families with incomes of $1,200 to $2,000 had charges of less 
than $60 (for medical service) , these families incurred only 24 per cent of the 
total charges for all families m this group. At the other extreme, the one 
per cent of families with charges of $500 or over incurred 13 per cent of the 
total charges for the group. A similar unevenness is found among families 
in all other income groups.’* (Medical Care for the American People, Final 
Report of the Coikmittee on Costs of Medical Care, Chicago, 1932, p. 18.) 
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In this case the variations in the individual need for the service 
provided would not be a controlling factor. 

The belief in complete exemption of persons with the smallest 
incomes is maintained by those who favor a policy of direct 
intervention by the state They hold that, insofar as it is 
possible without greatly reducing production, it is desirable to 
give generous subsidies to the less able and fortunate persons 
in the lower income classes If the same revenue is to be ob- 
taind the rates on the upper bracket incomes must be raised. 
This position has the virtue of being a direct statement of a 
position and course of action. It is, however, more disturbing 
politically than the alternative of taxation^-and then provision 
of benefits to make up for the fact that the tax would reduce 
the standard of living of people who were below a decency 
standard at the beginning. The inclusion of even a small tax 
seems to satisfy many persons because of their failure to realize 
that government expenses are for the benefit of the same people 
who pay the tax.^^ 

The position that will be taken in this study is that the goal 
to be worked toward is one where there will be no tax on the 
person with an income below a mere subsistence level With 
the great dependence now placed on the various levies weighing 
heavily on the poor, there is much progress to be looked forward 
to before the question of specific levels and rates is raised in 
anything but academic discussions. The extent to which it will 
be necessary to tax the group between the subsistence level and 
that which has a clear surplus will depend upon many factors. 
The most important are the total needs of government, the total 
national income, and the nature of the original distribution of 
that income. 

The writer believes that the only position tenable at the 
present time is the recognition of the fact that there is a prob- 
lem of poverty in this country and that, insofar as possible, it is 

Dalton refers to another reason for this attitude. “An ingenious 
formula, of Cambridge origin, is that the rich should pay more taxation than 
they think, while the poor should think they pay more than they do This 
double illusion, it is argued, will keep the rich contented and the poor virtu- 
ous, and will tend to maximize work and saving by all classes.” (Dalton, 
Hugh, op, cit, p. 49.) 
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the government’s responsibility to use its tax system to reduce 
the bad effects of this condition as much as possible. In a 
dynamic situation the policy followed must be flexible but should 
have a specific goal toward which to work. The general goal is 
the maximum social good. Specifically, the writer believes that 
this may be attained by a greater degree of equality than prevails 
under the present system of production and distribution. The 
gain in happiness that would result from even a moderate 
amount of additional social services for the poor is believed to 
be great. The real difficulty arises from the fact that it may not 
be possible to provide these services on the basis that the social 
conscience would approve and still maintain political stability 
and economic productivity. Within this limitation the practice 
must be evolved. 

The Achievements of the Present Tax System 

Is It Progressive? — Uniform and consistent progression was 
held to be an objective worth striving for. It is therefore of 
interest to see, insofar as is possible, whether or not the present 
tax system is truly progressive and if not, why not. Interest 
is, of course, centered on the question of progression in the 
lower brackets. There seems, however, to be little doubt that 
the present tax structure is progressive in the income classes, at 
least from $5,000 up.^® It is in these ranges that the personal 
income tax, the estate tax, the gift tax, and various inheritance 
taxes are most effective. All these taxes are now assessed on 


This statement is based upon the recent estimates made by Professor 
Mabel Newcomer. A slightly older study made by Miss Yaple, using a 
different technique, indicated that progression of direct taxes stopped at the 
$500,000 income class. Although the taxation of the upper income classes is 
not of great importance in this study, it is suggested the difference in con- 
clusions is magnified by the fact that Miss Yaple^s analysis is based upon 
the rates in effect in 1924, and 1927-igsSj whereas Professor Newcomer uses 
the rate schedules in effect in the calendar year 1936. As the full effect of the 
1932 rise in income and estate tax rates had not been fully reflected in the 
Statistics of Income for 1933, used by Miss Yaple, her conclusions are not 
based on data even approximately comparable to those used by Professor 
Newcomer (See Yaple, Maxine, ‘The Burden of Direct Taxes as Paid by 
Income Classes,” The American Economic Review, Vol. XXVI, No. 4, 
December 1936, pp 691-710; Newcomer, Mabel, “Estimate of the Tax Burden 
on Different Income Classes,” in Studies in Current Tax Problems, The 
Twentieth Century Fund, New York, 1937, pp. 1-52.) 
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a progressive rate scale, which in the case of the income tax and 
the estate tax is now the most severe in the history of federal 
taxation. There seems to be no question that the objective of 
a progressive tax is not only achieved but also desired. In the 
very low brackets, however, progressivity is not so certain. 

In the lowest brackets there is much to be gained from a 
rather careful analysis of the present situation. First, it should 
be realized that only a very small part of the total population 
ever pays a tax that is assessed on a progressive principle. 
With income tax exemptions relieving a married man with 
$2,778 from this tax, estate tax exemptions of $40,000 plus an 
additional $40,000 life insurance, and no other truly progressive 
taxes levied on a wide basis, the total number of persons subject 
to these levies is very small. A study by the Twentieth Century 
Fund of the total number of income taxpayers that might be 
expected with different levels of exemption indicates that unless 
the level of exemption is lowered there is little chance of the 
total number of income taxpayers becoming much greater than 
four or five millions.^® 

It must be concluded, therefore, that in the lower brackets 
the tax burden imposed at the present time is the result of the 
imposition of various taxes with proportional rates. Although, 
it is possible to conceive of proportional taxes being selected in 
such a manner that the burden of the entire tax system would 
be progressive, the practical attainment of this end has not 
proved to be possible. 

It is possible to obtain a clear picture of the situation by 
considering some examples of the way in which the tax bur- 
den might be expected to fall on individuals in specific in- 
stances. Although it is common to see in the newspapers some 
such statement as ''25 per cent of the dollar of the consumer 
goes for hidden taxes,'' these statements have usually had some 
political origin and may not be relied upon as a fair estimate of 
the true burden. 

The only recent estimates that are inclusive and have any 
truly objective basis are those made by Professor Newcomer 

Facing the Tax Problem , op, cit,, pp. 355--357. 

i’’ See page 44. 
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for the Twentieth Century Fund. These elaborate studies were 
made because the staff of the Fund believed that ‘‘most of the 
tax burden estimates have, of course, been partisan in nature, 
and need not be taken seriously.'' One of the weaknesses of 
the partisan estimates is the fact that the assumptions of the 
nature of tax shifting were very simple and dogmatic. Usually 
the simple assumption that all indirect taxes are shifted to the 
consumer in full is made. This is not proved by those using it 
and is a matter on which the current economic theorists will 
not agree. To avoid this difficulty the estimates made by Pro- 
fessor Newcomer are based on five different sets of assumptions 
as to the nature of Jax shifting.^^ To avoid the difficulty that 
there are no two state and local tax systems that are the same, 
the hypothetical taxpayers were considered, in one case, to be 
residents of New York, and in the other, of Illinois. New York 
and Illinois were chosen because they are examples of states 
that have very different types of tax systems. New York has 
developed the income tax to a great extent, obtaining approxi- 
mately 24 per cent of state funds and 5 per cent of total state and 
local revenues from this source. The only state that obtains a 
greater percentage of its revenue from the income tax is Massa- 
chusetts.^^ On the other hand, Illinois is a state that has no 
income tax and has relied to a large extent on the sales tax and 
the property tax. Illinois includes personalty in the property 
tax base. New York has no general sales tax and does not 
include personalty in the property tax base. In both states the 
property tax is not used by the state but is reserved for the use 
of the local governments. This is not, however, unusual at the 
present time. 

The general assumptions with respect to the incidence of the 
various taxes imposed by the various states are summarized in 
the following statement : 

In general, it has been assumed that income, death, and gift taxes 

are not shifted ; that business taxes, other than those on net income 

Facing the Tax Problem, op cit., pp. 548--S49- 

19 See Newcomer’s study, “Estimates of the Tax Burden on Different 
Income Classes,” in Studies in Current Tax Problems, op, cit,, pp. i-“52* 

20 Stray er, Paul J., op, cit. 
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and capital stock, may be shifted to the consumer in part or entirely ; 
and that land taxes may be capitalized m part or entirely. For 
income, death, and gift taxes some variation has been assumed, not 
because of shifting, but because of changes in the ownership of 
property and income within the family. Only business net income, 
capital stock, mortgage, and stock transfer taxes remain unchanged 
with respect to both shifting and intrafamily distribution of owner- 
ship through the five series of assumptions.^^ 

The conclusions of this study are presented in Table III 
below, indicating that the tax burden for the different sets of 

Table III. Total Tax Burden, Federal, State, and Local, as 
Percentage of Potential Income * 


Income in Dollars for Various Occupations*^ 
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ried 

Worker 

Mer- 

chant 

Sala- 

ried 

Worker 

Corporation 

Officials 


500 

x.ooo 

2,000 

1,000 

2,000 

5,000 

5,000 

20,000 

100,000 

1,000,- 

000 

New York I 

?'amilies 










Senes ^ 
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98 
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17 2 
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23.9 
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II 

15.0 

11.4 

97 

15 4 

14 2 

18 8 

24*5 

30 6 

440 

83 6 

in 

15 0 

II 4 

9 7 

154 

14.2 

18 8 

24.S - 

30 6 

440 

83.6 

IV 

I9.I 

1S.3 

13.2 

17.6 

16 4 

20 9 

27,8 

31 9 

45 7 ! 

84 5 

V 

12 0 

10 9 

9 8 

18 6 

17.2 

20 8 

25.6 

37.4 

60.3 

lOO.I 

Illinois FA^ 

IILIES* 










Senes ^ 











I 

IX 2 

10 4 

9 2 

19.3 

18 2 

20 s 

20 6 

27.2 

384 

81 0 

II 

12.7 

10 0 

8.0 

iS.o 

14 2 

17.7 

52 9 

26.5 

38 6 

79 9 

III 

14 6 

11.6 

9*5 

IS 0 

14 2 

18 9 

40.7 

30.1 

41 6 

81 4 

IV 

15 6 

12.4 

10 I 

16 9 

15 9 

19.3 

54-0 

27.7 

39.9 

S0.8 

V 

XI 2 

10 4 

92 

193 

18.2 

20.5 

22.4 

32.8 

55 7 

101. 


* Source. Facing the Tax Problem, op. ciL, Table 26, p 232. 

“ This income figure is income actually received. It is not the base used for computing 
the percentage of income paid in taxes The base used for the percentage computations is 
“potential income” — that is, the income that would have been received if the taxes had not 
existed — since some of the taxes are in fact paid out of this potential income, not out of income 
actually received. 

^ These series designate the sets of assumptions on which the estimates are based. Varia- 
tions m ownership of property and income within the family, as well as in shifting, have been 
included. (See Facing the Tax Problem, op ctt , pp. 226-227, for assumptions of each aeries.) 


Facing the Tax Problem^ op, cit, p. 225. 
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taxpayers in terms of per cent of their total potential income. 
Of greatest importance to the question in hand is the fact that 
there appears to be a decided regressivity in the tax burden in the 
income classes below $2,000. The conclusions of the authors 
of the study on this are interesting and are presented in full. 

All the estimates indicate that the tax burden is regressive for 
those income classes not subject to income and death taxes This 
regressivity is largely due to the assumptions that the ratio of ex- 
penditures to income is greater for small incomes than for large 
incomes and that the rate of assessment is higher for small proper- 
ties than for large properties. For the higher income groups, whose 
tax burden is dominated by personal income, corporation income, 
and death taxes, the burden is definitely progressive. 

For families of the same income, the wage earners have a heavier 
tax burden than the farmers, owing primarily to the higher property 
taxes in urban areas. If none of the tax on land is capitalized, 
however, the farmer has a somewhat heavier burden since he has 
a larger investment in land.^^ 

In the more detailed analysis of the figures that is presented 
by Professor Newcomer in the basic study, there is the addi- 
tional observation that the tax burden of two individuals with 
similar incomes and capacity may be quite different. The cause 
of this variation is given in this statement from that study : 

Other assumptions, or various combinations of the foregoing 
assumptions, might reasonably be made, but those given are probably 
sufficient to demonstrate that, as the result of many variables, the 
tax burden may vary widely for individuals of the same income 
The variations given above are the result of assumptions that may 
or may not be valid. But there is no reasonable doubt that, if the 
true tax burden were known for a considerable group of individuals, 
wide variations would still be found for individuals of the same 
income. Even if it were known that just half of the sales tax was 
shifted to the consumer and half were borne by the merchant, it 
would not follow that just half would be shifted in each instance. 
More probably it would be found that some merchants were in a 
position to shift the entire amount and others were in a position 

22 See note “a,'’ Table III, page 52, for use of this term. 

Facing the Tax Problem, op. ctt., pp. 232-233. 
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to shift none at all. The extent to which the tax on land is capi- 
talized would also vary, doubtless, with individual circumstances.^^ 

The only reasonable deduction to be made on the basis of 
the material presented is that in the lower income classes there 
has been little effort to assure a truly progressive tax burden 
and that the taxes chosen have been the result of the inclusion 
of other considerations than a desire to achieve the most equi- 
table tax system that would be possible today. It is encourag- 
ing to note, however, that there seems to be a real progression 
in the tax system from the $2,000 income level up. 

In the lowest brackets there is reason to believe that the taxes 
chosen were selected on the basis of admini^rative practicability 
and revenue-producing capacity.^^ It may also be true that there 
is a tendency to continue to use an old tax, such as the property 
tax or the various tobacco taxes, after they have been an estab- 
lished part of the tax system over a long period of years. In 
many cases, however, the final decision is the result of the power 
groups’ relative strength In bad times the need for revenue is 
so great that measures which would have little chance of passage 
in normal times will be accepted without much effective protest. 

The experience of the federal tax policy in recent years is of 
interest in this regard. After the depression was well under 
way and the revenues had begun to fall off, the need for action 
was apparent. In 1932 there was enacted a new tax bill which 
raised the income tax rates to a point only slightly below that 
which prevailed during the war, increased the estate tax rates 
drastically, added a federal gift tax, and also imposed many 

24 Newcomer, Mabel, Studies in Current Tax Problems, op cit , p. 40. 

25 In the minority report of the Colwyn Committee on National Debt and 
Taxation, there is the following explanation of a comparable condition in 
Great Britain • “We have found very little support, but much condemnation, 
among witnesses for indirect taxation in principle. We are ourselves of 
opinion that taxes upon commodities, regarded as part of a general system 
for raising money required for State expenditure, are objectionable in prin- 
ciple, and that the important place which they occupy in our tax system can 
only he defended on the ground that they are survivals from a period when 
the administration of direct taxation was'much more difficult than it is today, 

“Our objection to indirect taxation rests primarily on its necessarily 
regressive character. . . 

. . Taxation should mitigate, not aggravate, inequality in the distribu- 
tion of incomes (Report of the Committee on National Debt and Taxation 
Cmd. 2800, London, 1927, No. 70-72, p. 372.) ' 
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new excise taxes, notably a series of automotive taxes. With 
the repeal of prohibition in 1934 there was passed a series of 
liquor taxes, and in the same year there were increases in the 
estate and gift tax rates. In 1935 the estate and gift tax rates 
were again raised to a new high, and there were also increases 
in the personal income tax rates in the income brackets above 
$50,000. In the 1936 Act, dividends were made taxable under 
the normal tax and the undistributed profits tax was passed. 

Although there was considerable protest about the high in- 
come tax rates, the taxation of capital gains, and particularly 
the undistributed profits tax, the generally prosperous conditions 
in 1936 and early 1937 did not give the opponents of these 
measures a very good basis for an effective campaign against 
them. When business conditions suddenly turned in the latter 
part of 1937 there was a concerted cry from the ranks of the 
high taxpayers to the effect that the tax policy of the govern- 
ment was responsible for the new depression. With this level 
the new tax legislation in 1938 was directed to the relief of the 
particular group that was the most vocal at the time. The result 
is well known. The tax on capital gains was sharply reduced 
for persons in the high brackets and the undistributed profits 
tax was made much less severe. 

Although there seems to be little hope in the years to come 
of a reduction in the aggregate tax bill, there will undoubtedly 
be continued dispute as to who is to pay the additional taxes. 

In this discussion of the tax burden in the lower brackets 
there has been no mention of the newly imposed social security 
taxes. Although these taxes are included in the Newcomer 
study, there is some question as to whether the whole burden 
should be included in the particular study in question. This 
question is raised because of the fact that the benefits in the 
form of old-age annuity, at least, are directly connected with 
the amount contributed in taxation, and allowance is made for 
payments made in the event of death prior to the receipt of the 
annuity. This allowance is paid to the estate of the deceased. 
The point to be made is that payment of i per cent of a salary 
for the old-age annuity is in many respects very similar to a 
compulsory savings plan, and it is doubtful if it should be in- 
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eluded in the general tax burden.^® As the old-age contribution 
will eventually become 3 per cent, if the present law remains in 
force, the inclusion or exclusion of this item will make con- 
siderable difference in the total burden in the low income groups 
subject to the tax. It should not, however, affect the progres- 
sivity or regressivity of the tax system in the lower brackets 
to any marked degree, as it is a proportionate tax and based 
on wages received rather than expenditures. The other social 
security taxes are the tax on the employer for the old-age 
annuity fund and the payroll tax on the employer of eight or 
more for unemployment compensation. It is impossible to 
determine the final incidence of these levies, but the presump- 
tion is that a part will be shifted to lower income classes in the 
form of higher prices or lower wages. In either case they will 
tend to add to the regressivity of the present distribution of the 
tax burden. 

Is There Equality in Taxation? — The second major require- 
ment of a good tax system is that persons with equal capacity 
to bear taxation should pay equal taxes. Little was said about 
what the measure of capacity was believed to be. It was sug- 
gested, however, that it is desirable to make allowance for such 
factors as differing responsibilities as well as variation in the 
size of the tax base. Before any further progress can be made 
it is necessary to examine the possibility of measuring capacity 
in more detail. 

Fundamentally, as is the case with all concepts of value in 
economics, the tax burden is thought of as the loss of satisfac- 
tion or pleasure resulting from the payment of money, either 

26 Dr. Burns makes a distinction between the old-age annuities and the 
old-age pensions. She states that ‘The annuity, being paid as a part of a 
contract between the contributing worker and the federal government, belongs 
absolutely to the annuitant, who can spend it just as he wishes or save it to 
bequeath to his heirs. The pension is a form of public welfare, paid as a 
concession and not as a right, and can be claimed back by the state out of any 
property the aged person may leave when he dies The annunity plan is paid 
for by taxes on employers and workers. The old-age assistance pensions are 
paid out of general taxation levied by the federal and state governments.’’ 
She states a little later, “Thus the plan (old-age annuity) is really a 
compulsory savings plan with insurance features for those who live long 
enough.” (Burns, Eveline M, Toward Social Security, New York, 1936, 

pp. 14-15, 21.) 
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directly or in prices, to the government. Although this concept 
is vague and may be severely criticized by the sophisticated, it 
is still the best there is. Until some more practical measure is 
devised, it serves the useful purpose of giving the policy-maker 
some point at which he may start. The weakness of this concept 
lies in the fact that the human race is conceived to be motivated 
entirely by pleasure and pain, a theory no longer acceptable to 
the psychologist. The difficulties arise from the fact that there 
are no controls which permit the exact measurement of response 
to different stimulae and there is no unit measuring pleasure 
or pain that may be used to arrive at a total of the satisfactions 
that a person may i^eceive in a given year, and no unit accu- 
rately measuring the quantity of pain resulting from the impo- 
sition of a tax by a government. 

However, as it is a money economy in which these problems 
arise, it is believed that if the analysis is raised to the money 
level there will be a satisfactory compromise. This assumes 
that the gain or loss of money or money^s worth is a fair 
measure of the gain or loss of satisfaction. This is probably 
far from the case in many individual instances, but until a 
better measure is found it will have to serve.^'^ Certainly the 
assumption that persons with equal money incomes may enjoy 
equal satisfactions is more reasonable than an assumption that, 
on the whole, they do not. Once it is granted that the money 
base is the only one that affords a basis for measurement, it is 
inevitable that equality may be achieved only by taxing persons 
with equal money incomes and equal responsibilities to the same 
extent. 

The measure of responsibility is the same as the measure of 

27 Dalton supports a similar assumption, to the effect ‘'that the relation 
between income and economic welfare is the same for all taxpayers,” with 
the following note: 

“Some economists, chiefly in England, of the London individualist school, 
have emphasized that this is only an assumption — none who have used it have 
claimed that it was more — and have pronounced it both ‘unscientific' and 
untenable. But this is an assumption which, in civilized countries at any 
rate, equity demands and politicians and administrators, at least, must make. 
Nor is it so remote from reality as some critics suggest. Most of us, at 
given levels of income, are more like each other in our normal needs and 
moods, and in our reactions to variations in our income, than some theorists 
recognize,” (Dalton, Hugh, op, cit, p. 02 .) 
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net satisfactions. However, the allowance for differing re- 
sponsibilities is to be justified on other grounds than its effect 
upon satisfactions. The most important allowances are those 
for the differences in size of family. Perhaps the best explana- 
tion for granting special consideration to those with dependents 
is found in prevailing belief in the family as a desirable social 
institution. 

Using the monetary measure, the task of determining 
whether or not the present tax system conforms to the demands 
of equality becomes relatively simple. Again the emphasis is 
to be placed on the lower income brackets, and the taxes that 
are imposed with special regard to particular benefits will be 
excluded from this discussion. For example, the gasoline tax 
is earmarked in many states to provide for the expenses of 
maintaining the highway system. The fact that the car owner 
pays a gasoline tax when the non-car owner with equal income 
and responsibility pays none, is justified on the theory that the 
car owner receives special benefits in the form of roads which 
are sufficient to require special treatment of this individual. 
Other taxes to be excluded are the liquor tax, imposed at least 
in part for the purpose of controlling consumption in the public 
interest, and the excess profits tax, which may be justified on 
the theory that the way in which the income was received or 
its source gives adequate basis for special treatment of this 
particular type of income. 

In the local tax systems the property tax provides the major 
part of the revenue. Does it place a burden on the taxpayer 
in the lower income brackets that conforms to the standard of 
equality? There is, first of all, some dispute as to the extent 
to which the real estate tax is a benefit tax. It is justified by 
some on the theory that the services provided by the local gov- 
ernment in the modern community are so essential to the owner- 
ship of property that these levies may be thought of, at least 
in part, as benefit taxes or prices rather than taxes for the 
support of general governmental functions.^® The group that 

28 For a statement of this case, see : Spengler, Edwin, *Ts the Real 
Estate Tax a Benefit^ Tax,” Memorandum Number Five, Report of the New 
York State Commission for the Revision of the Tax Laws, submitted Febru- 
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holds to this view would try to separate from the general prop- 
erty levy the benefit from or the cost of the provision of such 
services as sewerage, police protection, garbage collection, and 
the like, and leave only the revenue necessary for maintenance 
of such things as public education, health, etc , to be considered 
as expenses that should be met out of a general levy. 

Granting the cogency of this point of view, there still remains 
a problem of the part of the property tax that cannot be allo- 
cated on this basis. As it is possible that the functions of local 
governments will not be reduced but may expand in the future, 
it is still important to determine the general nature of the dis- 
tribution of the burden of the real estate tax, the major source 
of local funds. 

It is generally believed that the property tax should be divided 
into two parts for the purpose of the discussion of the incidence 
of its burden. In the first place, the tax on the land is believed 
to be borne by the owner of the land, or capitalized by the buyer 
and the burden left on the hands of the owner at the time the 
last unpredictable increase in the rate was made. 

The result is that insofar as the land owner is in the income 
class with which this study is concerned, he is believed to be 
subject to a tax in proportion to the value of his land holdings 
or to no tax at all, depending on the possibility of capitalization. 
No allowance is made under this tax for the fact that a poor 
man may hold more land than a rich one or for the fact that 
owners of the same type of land with equal incomes may have 
different responsibilities. It may be concluded, therefore, that 
even under the most ideal property tax, the tax on the land 
does not fulfill the requirement of progressivity or equality. 
Although there may be some tendency for persons in the same 
income class to hold similar amounts of land, this is only a 
generalization that may be made if the total population is con- 
sidered. The difference in the amount and value of land held 
in different parts of the country is marked and the variation 
from urban to rural sections is also great. 

When the imperfections of administration are taken into 

ary 15, 1932, Legislative Document (1932) No. 77; also Hilhouse, A. M., 
New Sources of Municipal Revenue, Chicago, I93S, PP. 60-64. 
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account, the land tax is even further from the ideal of a tax 
assuring equality. Although some progress is being made in 
the improvement of the assessment technique, there is appar- 
ently a need for much more. Variation in the tax rate per 
thousand dollars of actual value of real estate has been estimated 
to range, in a single city, from $36 69 to $60.95 on different 
classes of property, this not accounting for the extreme range 
that might be found in a single class.^^ 

One redeeming feature of the situation with respect to the 
incidence of the tax on land is the fact that it is generally 
believed that the present owners have had, in many cases, an 
opportunity to capitalize the tax and thus be relieved of a major 
part of the burden As capitalization may take place only 
on the sale of land, the result is that it is the past owners of 
land who are the most severely hurt by the inequality of this tax. 
It may be concluded, therefore, that the repeal or drastic reduc- 
tion of the land tax and the substitution of the lower bracket 
income tax would not be a sure way to achieve a greater degree 
of equality.^^ It is, however, reasonable to conclude that if 
additional local revenues are needed, unless the land tax is 
greatly improved the use of some other measure would be 
desirable from the point of view of equity. 

The other forms of property taxation are of considerably 
more importance than the tax on the land alone. This is true 
because, even without the assumption of the possibility of cap- 
italization, the land tax is believed to be borne by the owners 
and the value of land owned by the poor is not as great as other 
forms of property. For example, although the farmer may own 
considerable land, the need for housing and a place to work is 
practically universal. Thus, the taxes on property of this sort 


29 Martin, James W., “Municipal Revenues and Expenditures,” The Tax 
Magadne, Vol. 16, No. 6, June 1938, p 33a; cf Silverherz, Joseph D., The 
Assessment of Real Property in the United States, Albany, N Y., 1936, p. 213. 

See “Report Submitted to the Commission by Robert Murray Haig,” 
Report of the Neve York State Commission for the Revision of the Tax Laves, 
submitted February 15, 1932, Legislative Document (1932) No. 77, pp! 
127-131. 

91 Report of the Neve York State Commission . . . , op. cit., Minority 
reoort of Commissioners Selijzman and Straus nn to r^sil f^ctatP -n Af. 
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are almost certain to have some eifect on the person in the lower 
income classes. 

As in the case above, there is considerable agreement as to 
the final incidence of the tax on improvements. In normal 
times the tax on other property than land used in business is 
borne by the final consumer of the product produced by this 
business, and the tax on improvements and personalty in the 
hands of the final consumer is borne by the owner. This means 
that tenants of even the poorest dwellings or tenements are 
paying to their landlord a tax in their weekly or monthly rent. 
The real question that the economist has to face is whether or 
not it is possible foi; the landlord to shift the whole tax burden 
to the tenant at all times. If, as is generally believed, the condi- 
tion of the market is important in the determination of the 
extent to which it is possible to shift the tax to the tenant, then 
it becomes impossible to assign with any degree of accuracy 
the actual amount of the burden borne by the tenant. As there 
is not a single, universal market, the extent of the variation 
due to this factor is, of course, practically unlimited. Thus, it 
is possible that the percentage of the tax shifted in the Borough 
of Queens will differ from that in the Bronx, and that two 
taxpayers with equal capacity, measured by the standards set 
up above, will bear unequal burdens, even though the tax were 
assessed on a basis that conformed exactly to the proper values 
of the two pieces of land. In one case the tenant may bear the 
entire burden, and it is entirely possible that in the other the 
tenant will bear none at all. 

The conclusion must be that the property tax on improve- 
ments is, at best, a poor way to assure equality in the distribu- 
tion of the tax burden. If a better tax could be used to provide 
the same amount of revenue, there is no reason why it should 
not be used at least to relieve the taxpayer of the arbitrary 
burden assigned in this manner. As there is no problem of the 
capitalization of the tax in the past, there is nothing that should 
prevent action from being taken if a desirable substitute can 
be found. 

The extent of the burden imposed by all property taxes has 
been measured by Professor Newcomer in the study of the 
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distribution of the tax burden referred to above. She concludes 
that the farmer in New York with an income of $500 will pay 
a property tax of $31.50 directly and will bear a burden amount- 
ing to $11.85 indirectly, if it is assumed that the land tax is 
entirely capitalized and that taxes on improvements and business 
property are shifted entirely to the final consumer. For the 
farmer with an income of $1,000 living in New York it is esti- 
mated that the same assumptions will result in a burden of 
$45 and $23 70 respectively. Other estimates are as follows : 
farmer with $2,000, direct $73 50, indirect $52 65 ; wage earner 
with $1,000, direct $85.50, indirect $30; wage earner with 
$2,000, direct $167.40, indirect $60. 

The marked difference in the direct burden borne by the 
farmer and the wage earner is the most noticeable feature of 
these estimates. It is not, however, the most significant feature. 
The difference may be explained in large measure by the fact 
that the farmer lives in rural communities where the costs of 
government are low and the services provided small, while the 
wage earner lives in the cities and towns where costs and services 
are great. As it is still believed that there should be local gov- 
ernment and decisions made by the localities as to the extent 
of the services that are considered necessary, this difference does 
not prove inequality. The main significance of these estimates 
is that, even in the lowest income brackets, the burden imposed 
by this type of tax is large and the chance for really significant 
discrimination is great. 

The remaining taxes that impose a burden on the lower 
bracket income may be considered together. They are the vari- 
ous excises imposed by the federal government, the federal 
customs duties, the sales taxes imposed by the states, and the 
odd state and local luxury and excise taxes that are of growing 
importance. As long as the present exemptions under the federal 
income tax, estate tax, and gift tax remain at the present level, 
no burden on those in the lower brackets will result from these 
levies. In several cases the states have imposed an income tax 
with lower exemptions than that of the federal government, 
but as yet these taxes are not at high enough rates to be of much 
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significance This statement assumes that the income, estate, 
and gift taxes paid by persons in the higher brackets are not 
shifted to the persons in the lowest income ranges. This assump- 
tion is made without hesitation as there seems to be almost 
universal agreement among the economists as to the validity of 
this belief and there is little reason to believe otherwise. 

The extent of the burden imposed by the various taxes cited 
above is a question that may not be answered with a high degree 
of assurance. The burden is in no case certain, as it depends 
upon the assumptions made about the degree to which any of 
these taxes are shifted to the final consumer. Even in the case 
of the sales tax th^t is added on to the purchase price of the 
article when it is sold to the consumer, it is believed that the 
retailer or producer may be led, under certain conditions, to 
sell the article at a lower price (less tax) than he would have, 
had the tax not been imposed, thus absorbing a part of the tax 
himself. The extent to which a tax may be shifted depends on 
the market conditions prevailing at any particular time — the 
extent of competition or the lack of it, the nature of the con- 
sumers’ demand for the article in question, general business 
conditions, the nature of the supply, and a host of other factors. 
There is little question, however, that in one way or another 
the consumer in all income brackets pays something more for 
many of the goods that he buys, because of the taxes imposed. 
Granting this fact, and the fact that the burden is of some sig- 
nificance, it is important to see if this burden is imposed with 
any respect for the requirement that the tax burden should 
assure equality. 

First, it will be assumed that there is no problem of making 
allowance for individual differences in family responsibility. 
The problem then becomes one of determining whether or not 
the taxes on sales and excises assure equal treatment of persons 
with equal capacity at the start. According to the definition 
of capacity accepted above, this will require that persons with 

82 In early 1938 there were 9 states with the exemption for the single man 
less than $1,000, the lowest being $500 in North Dakota. In 17 states the 
married exemptions were less than $2,500, but in only 9 were they less than 
$2,000. The rates on the first $1,000 of taxable income are in the great 
majority of cases only i per cent (See Strayer, Paul J., op. cit.) 
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equal incomes bear equal indirect tax burdens. For the purpose 
of illustration, the retail sales tax will be used to provide an 
example of the way in which the burden of this general type 
of tax is distributed. 

The sales tax is a tax imposed at a flat percentage rate on 
the sales price of either all commodities or selected commodi- 
ties. Assuming that the tax is shifted, to be subject to the tax 
the individual must make some purchase. The tax burden which 
results is therefore in direct proportion to the money value of 
the taxed articles that are bought. If the tax is a universal one, 
exempting no commodities, there will, therefore, be equality 
only if the money value of all the purchases^of the persons with 
the same capacity are identical. If it is a selected tax, there 
will be equality only if the values of the purchases of the taxed 
commodities are equal in the case of persons of equal capacity. 
This is assuming that the amount of the tax that is shifted to 
the final consumer is the same in every case. If this is not true, 
there is no way in which the equality of the burden may be 
assured. 

In addition to the problem of unequal shifting of the tax to 
the final consumer, there is the difficulty that the value of the 
taxed goods bought by persons with equal capacity is not always 
equal. Although there are definite patterns of consumption and 
spending that may be measured and determined for each income 
class, there may be considerable individual variation from the 
normal. In the income class of $i,ooo or less this may not be 
of great significance, however. Above this level when it is 
possible for larger savings to be made, at least for a short time, 
the variation becomes increasingly important, particularly for 
the persons in these classes that have few responsibilities. If the 
tax is imposed on selected commodities only, the chance for 
differences of this type are very much greater. 

The federal excises are so restricted in number that the chance 
for inequality is even greater than in the case of the selected 
state sales tax. One example is the heavy excise on cigarettes. 
If a person is- a smoker he will be subject to a greater burden 
than if a non-smoker, although the two individuals may have 
equal capacity. Once it may have been possible to justify this 
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type of discrimination on moral grounds, but this no longer 
seems to provide an adequate excuse. The spread of the smok- 
ing habit has been so great that the moral issue has little validity. 

It was stated above that equality demanded that persons with 
equal capacity bear equal tax burdens but that it was necessary 
to allow for the fact that persons with equal money incomes 
had different responsibilities. This is particularly important in 
the lower income brackets, as the person with a small income 
will have a larger percentage of his income affected by this 
type of allowance than the person in the higher brackets; that 
is, if the allowance is to be confined to the essential differences, 
such as the fact that the person with three children has less 
capacity to pay than the person with none. Does the present tax 
system with its emphasis on the sales, customs, and excise levies 
in the lower brackets make the proper allowance, or is it possible 
to make the adjustment with a set of taxes of this type ? 

The sales tax will again serve to illustrate the way in which 
the various indirect levies are related to the individual. The 
possibility of an allowance being made for individual differences 
is dependent upon the relation of the value of taxed goods to the 
responsibilities of the individual. If the individual with the 
greater responsibility and therefore the smaller tax capacity 
bought fewer taxable goods, the requirement of allowance would 
be at least partially met. However, the tax is almost sure to 
operate in the opposite fashion. In the case of the general sales 
tax with no commodities exempt, the tax that is shifted to the 
consumer will be greater, the greater the total value of pur- 
chases. The larger responsibility usually means that there must 
be larger purchases. It is fair to conclude that instead of allow- 
ing for the fact that the taxpaying capacity is reduced by the 
additional responsibility, the sales tax and others of the same 
type may place a heavier burden on the taxpayer with the 
greatest responsibilities. Thus the tax burden of the least 
capable person is increased rather than reduced. 

The various excises and sales taxes which exempt necessities 
have the same effect, but the exemption of essentials may make 
the discrimination against those in the lower brackets with extra 



66 


THE TAXATION OF SMALL INCOMES 


responsibilities less severe. The use of exemptions has not, 
however, been very great. The most productive excise of the 
federal government, with the exception of the liquor tax, is 
the tax on cigarettes and tobacco products. As the amount of 
tobacco used by the poor is substantial, the full eifect of this 
discrimination is felt in the federal tax structure. The same lack 
of consideration for the fact that a tax on necessities is dis- 
criminatory is characteristic of the state and local tax systems. 
For example, the sales tax in the City of New York is applied 
to all purchases with the exception of food products. The ma- 
jority of the state sales taxes are also inclusive, with exemptions 
either non-existent or very limited.^^ In conclusion it may be 
said that insofar as the existing indirect levies impose a burden 
on the person in the lowest income brackets, this type of levy 
cannot meet the requirement of equality. The importance of 
this type of tax is indicated by the fact that the Newcomer 
estimates show that in New York State the wage earner earning 
$1,000 may pay as much as $2738 in indirect taxes to the 
federal and state governments, if it is assumed that all of these 
taxes are shifted to the final consumer. This estimate excludes 
the liquor tax and the payroll tax. 

This review of the distribution of the tax burden in the lower 
income classes indicates that there is no doubt that the present 
tax system fails in practically every respect to make allowance 
for the difference in taxable capacity of the taxpayer and does 
not even assure equal treatment of persons with equal incomes 
before any allowance is made for different capacity. As long 
as this type of tax, which is now the backbone of the revenue 
system in the lower classes, remains in force it is believed that 
it will be impossible to correct this type of inequity. Although 
it is unreasonable to look for perfection in the tax system, the 
extensive discrimination in the lower brackets suggests that an 
attempt should be made to find some other means of raising 
the necessary revenue. The possibility of using the income tax 
with lower exemptions as a substitute is therefore a topic of 
some current interest in this regard. 

38 Lutz, H. L., op, cit.f p. 635. 
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Exemption o£ Subsistence Incomes. — In the discussion of 
the requirements of the ideal system of tax distribution above, 
it was suggested that, if the point of view of the person con- 
sidering the problem was such that the conscious guarantee by 
the government of a subsistence income was believed to be 
desirable for social and ethical reasons, the exemption of a sub- 
sistence income, however defined, would be favored. Although 
the tax literature on this subject is extensive, the definition of 
the term subsistence is notably lacking in the majority of the 
cases.^^ There are numerous family budget studies of typical 
wage earners, but the use of these figures for the purposes of 
setting the level of complete tax exemption has never been 
attempted To avoid the vagueness that inevitably results from 
the use of the term subsistence without definite meaning, it is 
proposed that the point in mind can be made as well with the 
selection of an arbitrarily low figure as with a figure that is 
more nearly in conformity with the views of the welfare worker. 
It will therefore be assumed that the subsistence level for the 
average family is an annual income of $800 and that the sub- 
sistence for the single person may not require more than $300. 
The goal to strive for would be, therefore, the exemption of all 
persons with incomes below these levels from any tax con- 
tribution at all. The only significance of these figures is that 
they are so well below the level required by modern standards 
that there will be no dispute on this point and the entire attention 
of the reader may be devoted to the principles of taxation neces- 
sary to achieve even this slight concession for the less able.®® 
It is to be remembered that this assumption — that the best 
system of tax distribution requires the exemption of subsis- 
tence incomes — is based entirely upon the consideration of the 
ethical or moral issues involved. The political wisdom of such 


8^ See Chapter 3. 

85 “A committee of home economists, representing public and private wel- 
fare agencies, informed the Greater New York Fund yesterday that a family 
of five in this city should have an income of at least $1,248 a year. . . 
Mrs Luise K. Addiss, home economist of the Charity Organization Society 
and general chairman of the budget council, said that its figures embodied 
scientific knowledge of the needs of each member of the family, in conjunc- 
tion with careful study of local prices, sound measures, and actual expenditures 
of real families.'’ {New York Times, May 5, 1938.) 
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a policy or administrative considerations are notably absent 
from this conclusion. 

In the previous section the answer to the question of the 
conformity of the existing tax system to this objective is found. 
The study of the distribution of the burden referred to indicated 
that even the farmer with an income of $500, not all of which 
was received in cash, would have to pay in taxes an amount 
ranging from 12 o to 19. i per cent of his income in New York 
and from 11.2 to 15.6 per cent of his income in Illinois, de- 
pending on the assumptions made with respect to the shifting 
of the various indirect levies.^® It was also concluded that not 
only was it true that everyone paid something in taxes, but 
that the burden was regressive in the income levels below $2,000. 
The first possibility is, therefore, the modification of existing 
taxes to bring them into accord with the objective. This pos- 
sibility may be disposed of at once. To relieve the poorest from 
all taxation would require that the tax on improvements be 
repealed, at least as it includes the homes and other properties 
used by this class, such as buildings where they purchase their 
goods, and would also require the repeal of the most productive 
excises and sales taxes that are now imposed by the federal and 
state governments. The only way in which the exemption may 
be provided is, therefore, by the drastic modification and com- 
plete revision of the existing structure. The possibility of such 
a revision will be considered below. 

The Function of Lower Bracket Income Taxation 
in Achieving the Ideal Distribution 

The evidence presented indicates that, below the level of 
the existing income tax exemptions, the distribution of the tax 
burden fails to conform to objectives set up at the beginning 
of this chapter. Unless other techniques of taxation are used 
extensively, it will be impossible to bring the tax system into 
conformity with these objectives. Mere modification of the 
existing tax system is not satisfactory. However, it has been 
suggested that by the use of the lower bracket income tax the 


36 See page 52 . 
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same amount of revenue could be obtained and the ideal dis- 
tribution of the burden maintained at the same time. The theo- 
retical possibility of this program will be tested at this point. 
Practical limitations, particularly those of administrative and 
political significance, will be reserved for later consideration. 

Progression. — The replacement of some of the excises, sales 
taxes, and the like, is a necessary prerequisite to the establish- 
ment of a progressive tax system in the lower brackets, granting 
that the same total revenue is to be raised. If additional revenue 
is needed, it might not be necessary to repeal existing taxes to 
achieve progression, as a progressive layer of income tax could 
make the total burden progressive. Such a layer would not, 
however, permit the full allowance for different responsibilities. 

The theoretical advantages of the income tax as a means of 
assuring progressivity and obtaining the necessary revenue are 
obvious. Rates may be adjusted to meet the requirement of 
progression of any degree desired. By the lowering of the 
exemptions to a level where it is believed taxable capacity stops, 
the income tax may be so broadened in scope that it will make 
up for a part of the loss from the repeal of the old imperfect 
taxes. The rate scale can be adjusted to obtain the necessary 
balance. 

The problem of estimating the extent to which the indirect 
taxes are shifted to the final consumer would vanish and there 
would be a new assurance in the determination of the exact 
amount that was being contributed by each individual to the 
support of his government. Not only would it be possible to 
assure progression, but it would be possible to maintain a con- 
sistent amount of progression at all times. One of the weak- 
nesses of the present type of tax is that with changing market 
conditions it is generally believed that there are significant 
changes in the final incidence of the tax burden in the lower 
brackets. If the assumption of the non-shiftability of the income 
tax is correct, this uncertainty would cease to exist. 

As far as this limited requirement is concerned, there seems 
to be no doubt that the income tax would be the logical choice. 
Flexibility and at the same time certainty could be achieved. 
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Differences between money income and capacity may be allowed 
for under an income tax more easily than under any other tax 
that is now in effect, if it is believed that there is need to use 
a more refined measure. It may be concluded, therefore, that 
in the use of the income tax the theoretical ideal of a perfectly 
progressive tax system may be fulfilled.^^ 

Equality. — The second major requirement of a tax system 
distributing its burden in the proper manner was that the burden 
should be allocated with respect to the requirement of equality. 
Again the present tax system was found to fail to meet this 
objective. It was concluded that as long as the present emphasis 
on the indirect levies was maintained, it would be impossible to 
modify the existing tax structure sufi&ciently to assure even a 
very rough allowance for differing capacity and that, even in 
the case where the income and responsibility was the same, there 
were bound to be imperfections in the distribution of the burden. 

The most notable advantage of the income tax is its adjusta- 
bility to individual differences in capacity to the extent that is 
believed to be desirable and administratively practicable. It is 
generally believed to be the most refined, and the most sus- 
ceptible to control, of all the tax instruments that are in use 
today. ^ In the first place, the base of the income tax, net income, 
is a closer approximate to the generally accepted basis for taxa- 
ble ability than any other single measure. In the second place, 
the individual is the basis of taxation rather than the sale of 
goods or the manufacture or distribution of goods. Even the 
fact that money income does not always include all real income 
that may prove taxable capacity need not be overlooked under 
the modern income tax. If, for example, the farmer receives 
an imputed income of $200 a year from home-grown products 
used by his family, this figure may be added to the cash income 
figure and the total used as the net taxable income. 

Although there are obvious limitations to the extent to which 
the individual adjustments could be made, the advantages of 
even rough allowances are great. Where the line would be 

87 An example of the limitations of the discussion above is found in the 
fact that maintenance of local political independence is connected with the 
use of the property tax. 
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drawn is difficult to determine, but it is probably true that with 
the substitution of the income tax for various indirect levies 
there would be a greater demand for use of this type of allow- 
ance than there is at the present time. The conscious payment 
of the income tax by the average person would make him more 
aware of the discrimination between individuals than when the 
amount of tax paid is neither known nor related to any measure 
of capacity. Such expenditures as those for medical care and 
further allowances for children maintained in the higher educa- 
tional institutions might be made fairly and eifectively.^® 

One basis for the determination of the wisdom of making 
special allowances lyould be the amount of variation in the 
expense in individual instances. For example, the case for the 
allowance of medical expenses is based on the fact that these 
necessary expenditures may amount to a sum equal to the year’s 
income in one case and to nothing at all in another. Although 
there are various ways to correct this unevenness directly 
through such schemes as group medical insurance or state medi- 
cine, as long as action along these lines is postponed there is 
need for the tax allowance 

It may be concluded that the income tax fulfills all the re- 
quirements of the criterion of equality. The only reason for not 
adopting the tax in the lower brackets would be that the admin- 
istration of such a complex levy would be impossible on an 
equitable basis and that the administrative imperfection of a 
poor income tax would result in greater inequalities than a 
well-administered system of indirect taxes. This point will be 
considered below. 

88 This question has already been a matter of discussion. A dispatch in 
the New York Times reports, ^‘On the theory that a man’s family is of as 
much importance as a man’s cow. Senator Bone introduced a bill in the 
Senate today that would permit an income-taxpayer to deduct from his 
income tax the medical and dental expenses incurred by himself or family 

. It would also allow money spent for the education of a taxpayer’s 
children to be deducted. . . . ‘Senator LaFollette’s purposes (sic) to amend 
the income tax laws so they will include smaller incomes which are not taxed 
under the present law. If Senator LaFollette’s proposals are adopted it seems 
only fair to provide this very legitimate reduction for virtually necessary 
family expenses in order to protect those smaller incomes.’ ” (New York 
Times, August 22 , I937«) 



72 


THE TAXATION OF SMALL INCOMES 


Basic Exemption. — The final criterion of the ideal distribu- 
tion of the tax burden was that the very smallest incomes should 
not be subject to any tax at all. This is difficult under any 
system of indirect taxation that is expected to produce much 
revenue. It is, however, relativelj^ simple to make an allowance 
of this type under the income tax and be sure that the allowance 
is effective. The most difficult point is the determination of 
the level at which it is believed desirable to leave the individual 
free from any tax at all. One solution would be to follow the 
judgment of experts in medicine and public welfare work. They 
should raise the level of discussion above that of the ordinary 
political fight. However, there is no necessity that the sum 
suggested by this technical group be the one that is used for 
tax purposes. If there is a tendency to support the severe 
position taken by Taussig, the level might be below the level 
otherwise deemed desirable, or if the advantages of wealth dis- 
tribution seemed particularly attractive, the level might be set 
well above that necessary for medical reasons. Although there 
are economic, administrative, and political considerations that 
should be taken into account, from the purely distributive side 
it is believed the best goal to work toward is that suggested 
above — the exemption of all incomes so small that, for the class 
as a whole, there is the necessity of a direct or indirect govern- 
ment subsidy to maintain the individuals at a level necessary for 
adequate support. It might even prove to be desirable to make 
some allowances for geographical differences in the cost of 
living. 

A strong case is made in this chapter for the direct taxation 
of the small income. It is believed that progression throughout 
the entire tax structure is desirable, and that the use of the 
income tax in the lower brackets is the only way to assure this 
progression. Equality is considered a goal of importance, and 
it is believed that the income tax is the best way to be sure that 
the tax burden is distributed equally. It is believed that the tax 
burden should be placed on only income above the margin neces- 
sary for subsistence, and that this may be most easily achieved 
by the use of the income tax with exemption of the size believed 
to be sufficient. It is concluded, therefore, that the use of the 
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income tax on the small income is necessary to attain the goal 
of an ideal distribution of the tax burden. 

At the beginning of this chapter, criteria to test the proper 
distribution of the tax burden were set up with the statement 
that it was necessary to have some basis for the criticism of the 
present tax system and the evaluation of the various alterna- 
tives. The tests chosen, however, are based in part on the par- 
ticular prejudices of the writer although they conform to stand- 
ards held by others. It is possible, therefore, that the selection 
of other criteria would lead to quite different conclusions. In 
view of this fact, it seems worth while to examine at least one 
of the other possibilities. 

As long as it is believed that there are general governmental 
expenses that should be financed by the imposition of general 
taxes, the main propositions will hold. If, for example, propor- 
tionate distribution on the base of net income were considered 
the ideal, it could best be achieved by the use of a proportionate 
income tax. The necessity of the use of the income tax to 
achieve the goal of equality is almost as great with proportionate 
rates as progressive. Although the exemption of the smallest 
incomes might not be considered a desirable objective, the in- 
come tax could be imposed without any exemptions at all, and 
universal taxation of all incomes achieved without sacrifice of 
any principle. It is believed, therefore, that for the purposes of 
obtaining general revenues the use of the income tax is, in 
theory at least, demanded and is flexible enough to permit the 
attainment of different objectives. 

The one case when the income tax is not the most desirable 
way of obtaining the revenue from those in the lower brackets 
is when it is believed that the burden of taxation should be 
distributed on the basis of the cost of the service provided or 
the value of the benefit received. Place for this type of taxation 
was recognized in the analysis of the issues presented above, 
but it is proper to recognize that the expansion of this type of 
tax distribution is desired by some and could be considered an 
objective quite as properly as any of those suggested above. 
On this basis taxable capacity would bear no relation to net 
income as such, although there might be a rough relation be- 
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tween the two as there is between the size of a home and an 
income. If carried through logically, in the lower brackets, it 
would mean that the burden would not necessarily be distributed 
equally on the base of income and would probably be regressive 
unless some rather arbitrary definitions of benefit were used to 
correct for increasing need for government assistance in the 
small income classes For political, social, and economic reasons 
it is believed that this is not a goal that will receive much support 
in the years to come and may be thought of as a theory that 
has had its day in the past. It does, however, indicate the 
extent to which the tax chosen as ideal may be dependent upon 
the type of distribution believed the most desirable. 

There are, of course, many other ways in which the dis- 
tribution of the tax burden might be made. In most cases the 
income tax would be adjustable. It commends itself, however, 
particularly because of the fact that it is a tax paid directly by 
individuals and is a tax that cannot be shifted. In the chapters 
to follow an effort will be made to see if the income tax on 
small incomes is as desirable from other points of view. 



CHAPTER 5 


TAX CONSCIOUSNESS 

The connection between the direct tax and tax consciousness 
is implied or directly stated in a large number of the recent 
references to the desirability of lowering the income tax exemp- 
tions. Although this idea is not new, it is a point that has 
received more attention in recent years than at any time in the 
past. In many cases it is the main argument advanced to support 
the recommendation that the direct tax be expanded to include 
the small income. 

The references to the question of the direct taxation of small 
incomes found in the newspapers, magazines, and editorials 
indicate that tax consciousness is the point that makes the 
greatest impression on the layman and would be held by him 
as the most desirable result of the attainment of the broadened 
income tax base. Evidence of the widespread interest in this 
aspect of taxation is found in the fact that the Colwyn Com- 
mittee on National Debt and Taxation ^ in England considered 
tax consciousness a goal of considerable importance and more 
recently the idea has received the blessing of Mr. Morgenthau, 
Secretary of the Treasury of the United States.^ 

The approach will be that of stating the objectives of tax 
consciousness before considering the possibility and effects of 
attaining it. The material available is such that in the considera- 
tion of various objectives much information relative to the other 
questions will be obtained. 

The Case for Tax Consciousness 

The case for equality in the distribution of the tax burden, 
considered above, was based upon the belief that equality was 
a goal worthy of working for in its own right. The case for the 

^ See page 78. 

2 See page 82. 
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creation of tax consciousness is seldom put in these terms. It is 
usually considered as a means of achieving some further objec- 
tive such as economy, honest government, or as essential to the 
preservation of a democracy. 

Political. — The argument in favor of the increase of tax 
consciousness is frequently put in general terms with the em- 
phasis on the necessity of maintaining a tax-conscious voter in 
a democracy. Variations of this theme are found in the litera- 
ture of income taxation since it became an issue in this country 
In their discussion of the income tax of 1894, Foster and 
Abbot held that 

r 

A far more serious objection to the income tax consists in the 
fact that its burden is confined to persons having an income of 
above $4,000.00 It thus excludes from its incidence a larger por- 
tion of the population of the United States, and is in effect class 
legislation confined to those who, if not conceded to be wealthy, 
must at least be admitted to be well-to-do.^ 

Other discussion of the early income taxes in this country 
reveals the same concern on the part of those who are not 
entirely in favor of the measure. Soon after the amendment 
to the Federal Constitution was passed and the first income tax 
law under the amendment had been enacted, a paper presented 
before the American Academy of Political and Social Science 
contained a statement of the political issues involved that may 
be considered representative of much that has been written, both 
at the time and in the years since. The author believed : 

There is danger in having a tax which already forms a substan- 
tial part of the income of our government, and which probably will 
be called upon to provide an increasing portion of the expenses of 
the nation, fall upon so small a percentage of the population. This 
tends to encourage extravagance in government, as legislators are 
more apt to incur additional expenditures when the revenue to meet 
them is secured by increasing the amount contributed by compara- 
tively few of the people of the country, while they would be likely 
to hesitate to do so if this necessitated the placing of additional 
burdens upon the entire citizenship. But even a greater danger lies 


8 Foster, Roger, and Abbot, Everett V., op, cit., p. 33. 
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in the very fact of the popularity of the tax among the great mass 
of our people through their escaping this form of taxation.^ 

A similar view was taken by Bastable who stated ''the danger 
of relieving the lowest class of laborers from nearly all the 
burdens of the state while it holds preponderating power is 
apparent.” ^ 

In none of the examples cited is there definite reference to 
the desirability of the tax-conscious voter It is evident, how- 
ever, that this is considered desirable if the dangers of the class 
tax are to be avoided. 

The definite connection between the development of tax con- 
sciousness and political power is made by Robert Jones. He 
stated his case in the following language : 

If citizenship has in it, as most of us undoubtedly believe it has, 
some desirable possibilities in developing the human race, then for 
a government to abet, encourage or build upon the ignorance of its 
citizens in such a matter is as evil and vicious as for a despotism 
to abet, encourage or build upon the general ignorance of the masses 
of its subjects. It is not a good thing, but an evil thing, that people 
should be paying shillings in taxation whilst having a befogged idea 
that they are paying pennies. Let them know that they are paying 
shillings, and their interest in the matter of spending the shillings 
will be aroused. This may not always be to the taste of some 
politicians ; but it will be of advantage to the body politic.® 

A similar statement of the case for the tax-conscious voter 
is found in the writing of Robinson. His views are as follows : 

In spite of the development of direct taxes, indirect taxes are 
still used in all tax systems. This retention is generally defended on 
the grounds that they are a means of reaching the poorer classes on 
whom it is difficultTo levy direct taxes. In a democratic country 
it is argued it is essential for political security that all classes should 
be made to contribute to taxation ... It may, however, be sug- 
gested that the method by which indirect taxes are paid through 

^chiif, Mortimer L., “Some Aspects of the Income Tax,” The Annals of 
the Afnertcan Academy of Political and Social Science, Vol. LVIII, March 
1915, P- 17. ^ ^ 

5 Bastable, C. F , op. at., p. 319* -o . . 7 . ^ • t 1 

® Jones, Robert, The Nature and First Principle of Taxation, London, 

1914, p. 207. 
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enhanced prices is not calculated to bring home to the taxpayer 
(more especially in the case of old taxes) the fact that he is con- 
tributing to revenue/ 

More recently like views were advanced by John H. Williams. 
He stated, 

. . . the relation between direct taxation and the franchise . . . 
is the essence of stability and permanence in republican govern- 
ments. Without a close and obvious relationship between them the 
franchise is exercised without responsibility. The result is tyranny 
by a political majority.® 

There are numerous other supporters of Jhis doctrine among 
the academic fraternity,^ and notice of the issue has been taken 
also by the practical man and the tax administrator. It is of 
interest that the last two investigations of the income tax in 
Great Britain both included references to the question of the 
need for tax-conscious citizens. In the majority report of the 
Colwyn Committee on National Debt and Taxation the follow- 
ing recommendation is made : 

We consider it important on the broad grounds of citizenship 
that taxation should not be confined to a comparatively small section 
of the population. It would be a bad state of affairs if a large 
majority of citizens were themselves to make no actual tax contri- 
bution, and were to enjoy benefits provided entirely by the taxation 
of the few. Under conditions approaching the ideal — which would 
imply, inter alia, a satisfactory standard of living for the lowest- 
paid workers — all would make some contribution and would make 
it knowingly.^® 

Although the last Royal Commission on Taxation reporting in 
1920 did not make specific recommendation in the final report, 
it did include reference to the question in connection with the 

^ Robinson, M. E., Public Finance, New York, 1922, pp. 41-42. 
s From a letter of John H Williams in the New York Times, January 2, 

1937. 

® See Stamp, Sir Josiah, Problems in Finance and Government, London, 
1924, pp 216-217; Lutz, Harley L, op cit,, pp 472-473; Blakey, Roy G., 
Taxation in Minnesota, Minneapolis, 1932, p 483; Buehler, A. G., op, cit., 
pp. 234-244. 

Report of the Committee on National Debt and Taxation, Cmd. 2800, 
London, 1927, No. 687, p. 239 
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consideration of the size of the exemption limit. The reference 
in the report is as follows : 

On the other hand, the proposal has been made to us that the 
limit of the exemption should be lowered, this suggestion being 
coupled with a claim that the burden of indirect taxation resting on 
persons with small incomes should be lightened It was advocated 
by one witness that every income, however small, should be liable 
to Income Tax, not primarily for the sake of revenue to be obtained 
in this way, but as a means of effecting other political ends, and 
several witnesses have depreciated the establishment or the continu- 
ance of a position that would absolve the majority of the voters of 
the country from any direct payment towards the country’s expenses, 
especially in the present condition of the national purse.^^ 

In the United States the general political argument in favor 
of tax consciousness is favored by various groups but usually 
the issue is met more directly and the specific arguments in favor 
of the tax-conscious citizen are advanced. One important or- 
ganization that has favored the creation of tax consciousness 
for political reasons is the Institute for Government Research 
of the Brookings Institution. In one of its recent state studies 
it held that, 

One serious defect of the American tax system is the small pro- 
portion of the voting population which is required to pay a direct 
tax for the support of the governmental activities The few pay 
directly and feel the impact of the changing expenditures which the 
many vote Through a general personal income tax only can even a 
partial correction of this political weakness be effected.^^ 

The similarity of the points of view noted above is evident. 
Without exception the primary concern of the writers is the 
danger involved in the fact that the majority paying little in 
taxation, and not fully aware of that which they do pay, will 
use its power carelessly and to its own moral disadvantage or to 
the definite disadvantage of the minority with the money who 

Report of the Royal Commission on the Income Tax, Cmd 615, London, 

^^^12 Xhe^'lnstitute for Government Research of the Brookings Institution, 
Report on a Survey of Administration in Iowa, The Revenue System, Des 
Moines, Iowa, 1933, p. 123. 
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pay the bills. To those who have been brought up in the demo- 
cratic tradition this argument is appealing and carries much 
weight. The common interest of all members of a democracy 
in the support of the best possible government is a basic assump- 
tion of democracy and the rise of special interests, although not 
uncommon, is always looked upon as detrimental to its best 
interests. In the next few pages some of the specific issues that 
are of concern to those who are advocates of tax consciousness 
will receive attention. 

Expenditure Control, — The severe and prolonged depression 
which the United States has suffered in recpt years, the accom- 
panying increase in federal expenditures, and the continuing 
deficits have focused the attention of many persons on the pos- 
sibility of devising some effective means of expenditure control 
in a democracy. The need for intelligent control is not new, 
but interest in this problem has naturally grown with the size 
of the national debt and the tax burden. It is, therefore, only 
logical that the aim of the majority advocating the development 
of tax-conscious citizens has been the reduction of expenditures 
or the prevention of further increases in expenditures. Refer- 
ences to the possibility of gaining control in this manner have 
been so frequent that it would be of no particular advantage to 
endeavor to include them all. In many cases, the reference is 
casual and not revealing of the exact nature of the issues 
involved. 

It is again of interest to note that the Colwyn Committee 
sitting in England in 1927 considered this issue of sufficient 
importance to include in its final report. The Committee held 
that, 


It appears to us that it would be damaging to the sense of re- 
sponsibility in an electorate that a large section should be able to 
vote for some perhaps expensive policy, feeling all the while that, 
because they were not personally liable to taxation, the expenditure 
would not touch them in any way. It is sometimes argued that the 
poor, since they are the first to suffer from bad legislation, would not 
be likely to vote irresponsibly even if entirely immune from taxa- 
tion This argument seems, however, to be defective, for the cause 
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of suffering may not be clear; moreover, we have to consider, 
besides legislation which is positively bad, legislation the benefits of 
which, although real, do not sufficiently outweigh the damage done 
to the community by the attendant taxes — in other words, legislation 
which IS ^‘bad value for money ” 

The Brookings Institution also supports its stand for tax 
consciousness for general political reasons, with the specific 
argument that it is necessary for the purposes of expenditure 
control. It believes that, 

With the rising tide of governmental expenditures, emphasis has 
been focused on the lack of balance between the distribution of 
governmental services and the distribution of governmental costs 
In voting expenditures each qualified voter has an equal vote, but 
tax systems have rested on a narrow basis in that they reach directly 
only a small minority of the qualified electors The conviction has 
therefore developed that the base of the state tax systems must be 
broadened so as to bring within their scope all or a majority of those 
who control governmental expenditures This is necessary if the 
voters are to be made tax conscious and given a personal stake in 
the finances of government. Under a representative government 
sound governmental finance can be maintained only if the relation- 
ship between expenditures and tax burdens is brought home directly 
to the individual citizens who in the last analysis determine the 
actions of their representatives.^^ 

An important reference to the belief that an increase in tax 
consciousness would be desirable for purposes of expenditure 
control is found in the report of the Committee on Taxation of 
the Twentieth Century Fund ; in its report the Committee said, 

Everyone in the United States should be made conscious of the 
fact that, if he wants government services, he has to pay for them. 
The well-to-do may properly be asked to cover a large share of 
the government's costs, but nobody should expect to go ^%cotfree 
unless perhaps he is completely dependent on the government.^® 

Report of the Cofnwittee ofi National Debt and Taxation, op. cit., pp. 
239 -- 240 . 

The Institute for Government Research of the Brookings Institution, 
Taxation of the State Government of Alabama, Vol. 4* Tzxt 3> of a Report 
on a Survey of the Administration of the State and County Governments of 
Alabama," Montgomery, Alabama, 1932, p. 458. 

Facing the Tax Problem, op. cit., p. 457. 
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Special reference should also be made to the recent statement 
of the Secretary of the Treasury, as it is not altogether in keep- 
ing with the generally accepted belief of the attitude at Wash- 
ington. In a public address during the winter of I 937 ” 38 , Mr. 
Morgenthau said, 

We would be applying the principle of capacity to pay more 
justly if we were to reduce the number of consumer taxes and at 
the same time to increase the number of income tax payers. Tax- 
payers who are squarely confronted with their own tax burdens are 
bound to be keenly alive to the way the money is being spent by 
their government.^® 

An indication of the extent of the poipular interest in the 
question is found in the fact that numerous editorials have been 
written on the desirability of creating tax consciousness, and 
that a recent issue of Editorial Research Reports devoted to the 
question of broadening the income tax base mentions the hope 
that a broader income tax base will result in an increase in tax 
consciousness as one of the chief arguments in favor of the 
proposal There are also numerous articles that include refer- 
ence to the need for the development of tax consciousness to 
prevent greater extravagance.^® 

In the newspaper files, however, the most frecjuent mention 
of connection between tax consciousness and expenditure con- 
trol is that made by the business organizations and the bankers. 
Within the past two years references to the subject have been 
made by the Guaranty Trust Company of New York,^^ George 

Address of Secretary of the Treasury Morgenthau before the Academy 
of Political Science, November lo, 1937 (Nem York Times, November ii, 

1937.) 

See Neve York Times, May 4, 1937 and April 17, 1937; also Patch, 
Buel W , “Broadening of the Income-Tax Base,” Editorial Research Reports, 
Vol II, No. 17, November 5, 1937. 

IS See Magill, Roswell, “The Co-ordination of State and Federal Taxes,” 
The Tax Maqamne, Vol 15, No 4, April 1937, p 187, LaFollette, Senator 
Robert M, Jr, “Taxes Should Be Higher — But Fewer and Direct,” The 
Saturday Evening Post, Vol 210, No 50, June ii, 1938, p. 23; Brindley, 
John E , “Net Income and Retail Sales Taxes of Iowa,” Bulletin of the 
National Tax Association, Vol XXII, No 3, p. 69; Strangman, H, Arnold, 
“Taxation of Lower Bracket’ Incomes,” The Tax Magazine, Vol 14, No. 6, 
June 1937, p 331; Tax Policy, Vol. IV, No. 6, April 1937, passim, 

Nem York World-Telegram, June 27, 1938. 
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V. McLaughlin, president of the Brooklyn Trust Company,^® 
Orval W. Adams, president of the American Bankers Associa- 
tion,^^ the conference of ''small business men’’ called to Wash- 
ington by President Roosevelt,^^ and the New York Board of 
Trade.^^ 

In a large percentage of the cases the wish for economy seems 
to be the father to the thought that the creation of a tax- 
conscious citizen would result in the curtailment of expenditure. 
In most instances no consideration is granted to the multitude 
of factors that are of importance in the attainment of the desired 
result. As will be suggested below, the possibility of success is 
dependent upon the ^iffective presentation of the case for econ- 
omy in specific instances. It should also be noted that much 
greater concern is expressed over the federal budget than over 
the state and local budgets. Although this is the natural result 
of the fact that federal expenditures have grown more rapidly 
than the expenditures of the other governments and the rising 
federal deficit, it is still important to consider the possibility of 
control over the expenditures of the state and local spending 
machines. 

Other Goals. — The hope that the creation of tax conscious- 
ness will result in the improvement of the democratic process 
and, more specifically, in the reduction of expenditure is in the 
minds of practically all persons whose advocacy of this policy 
has come to the attention of the author. There are, however, 
some more definite political results that are believed to follow. 
One that is particularly appealing at the present time is the sug- 
gestion that the creation of tax consciousness and the resulting 
concern over the way in which the government revenues are 
spent will result in the prevention of war. Reference to this 
belief is found in two places. Professor Weeks, at the time of 
the World War, wrote, 

York Times, April 29, 1937. 

^^New York Times, May 14, 1938. 

^^New York Times, February 4, 1938. 

^^New York Times, January 18, 1938, 
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What changes would follow the translation of every indirect tax 
into direct taxation! Then the seemingly sourceless money so 
prodigally spent on battleships would seem to be dug out of the 
private purse, and peace would be popular.^^ 

The other reference is found in the testimony of a witness before 
the last Royal Commission on the Income Tax in England. It 
was held that 'hf people realize that war will entail a heavy 
burden, they will hesitate before having recourse to arms.’^ 
No doubt other persons who are writing about the desirability 
of tax-conscious voters from the new awareness of the voter 
of the fact that it is his money that the government spends. 
They have not, however, been as bold ar the two individuals 
referred to above. 

The increase of tax consciousness in the lower brackets is 
favored by some persons who believe that if this were to be 
assured, the high-bracket taxpayers would bear their burden 
with better grace than is often the case in the United States. 
This viewpoint was expressed to the author by officials con- 
cerned with the administration of the income tax in England. 
They held that one of the primary reasons for the maintenance 
of the income tax on the low income classes was the fact that 
it made it possible to tell those with large tax liability that, as 
long as all groups had to pay their share, there was no legitimate 
complaint to be made against the high rates for which they were 
liable. As it has been customary to have rate changes apply to 
all income taxpayers, large and small, the large taxpayer has 
found comfort in the thought that the little fellow suffered along 
with the big. The importance of this argument is emphasized 
by the fact that in England, as well as in the United States, the 
cooperation of the taxpayer is necessary for the successful ad- 
ministration of the income tax in the higher brackets. 

2 ^ Weeks, Arland D., The Psychology of Citizenship, Chicago, 1017, 
p. 130. 

^ 25 Statement of Mr. J. Ralph Dagg, Minutes of Evidence, Royal Com- 
mission on the Income Tax, Cmd 288-8, London, 1919-20, No, 20, p. 805. 

26 jn a recent article Senator LaFoUette also makes the point that in 
England the large taxpayer is made more willing to bear his load as a conse- 
quence of the direct burden placed on the little fellow. He says, ‘There can 



TAX CONSCIOUSNESS 


85 


In the references to the problem of the creation of more tax 
consciousness in the United States it is assumed apparently that 
the taxes now imposed do not stimulate the voter to concern 
himself with government reform and expenditure reduction 
As this is merely stated as a fact or implied in the statements 
referred to above, it will next be necessary to ascertain the extent 
to which this is true. 

Present Status of Tax Consciousness 

To measure tax consciousness accurately it would be neces- 
sary to make an extensive sample study of the population on 
some objective basis. Unfortunately the resources with which 
such a study could hS made are not available to the writer. It is 
also extremely doubtful if it would be possible to isolate the one 
factor of tax consciousness from the other factors that make 
up the total reaction of the citizen toward his government. It is 
generally agreed, however, that there are certain taxes that pro- 
mote tax consciousness and others that are less likely to do so. 
This precludes the possibility of measuring the extent of tax 
consciousness resulting from the impact of the tax system as 
a whole. It is still important, however, to estimate the number 
of people who may feel each tax if a change in the tax system 
is to be contemplated. 

In the first place, it is believed that a tax which is paid directly 
by the person bearing the burden is more likely to result in the 
realization of the fact that the government, whatever else it may 
be thought to be, is also a source of expense. Although it is not 
impossible to have tax consciousness with a system entirely 
dependent upon indirect taxes, if an extensive publicity cam- 
paign is carried on, the direct payment of a tax to the govern- 
ment collector is more likely to result in the effective dramatiza- 
tion of the cost of the government and will probably have more 

be no doubt that the high-bracket taxpayers in Great Britain have accepted 
their heavy burden with much more grace than have our taxpayers similarly 
situated, because the British upper-bracket taxpayer knows that his fellow 
citizens with comparatively smaller incomes are carrying their fair share of 
the load” (LaFollette, Senator Robert M., Jr , op ctf , ^ 32.) It seems 
likely that he has talked with some of the same officials who were kind 
enough to advise the writer of their reaction to the situation as it existed 
during the winter of i93b-37- 
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lasting effects. A difficulty in the development of tax conscious- 
ness with the use of an indirect tax is that, although it is possible 
to make known more certainly than is the case today that in 
the price of a package of cigarettes or in the rent paid for one’s 
house there is included a tax which is shifted to the consumer, 
it is impossible to say in each case the exact amount of the tax 
that has been shifted. 

Other points that are believed to be important are suggested 
in the conclusions of the recent Twentieth Century report on 
taxation The conclusion reached is that : 

To be effective, however, it (tax consciousness) has to make 
the taxpayer aware of the different levels 9! government, so that, 
for example, he will not attribute to the federal government chief 
responsibility for the weight of the real estate tax It also has 
to show the taxpayer a connection between amount of expenditures 
and amount of tax. A flat tax, which does not vary even though 
governmental expenditures change, shows no such connection 

Although it seems plausible to reason as is done above, there 
is no assurance that even the direct, variable tax will lead to a 
marked degree of tax consciousness. Lutz emphasizes this point 
in the following statement : 

The existence of tax consciousness, which is a state of mind, 
is not always easily established; .... While there is presumption 
that direct taxes are more likely than indirect taxes to induce tax 
consciousness, the connection is not inevitable. Direct taxes have 
not always produced it, or a reaction that would indicate its exist- 
ence, expressed either as a criticism of expenditure or of general 
governmental policy. The apathy of property owners to rising local 
expenditures and taxes is well known, as is their indifference to the 
sources of governmental waste and inefficiency. 

There still remains, however, the presumption in favor of the 
direct, variable tax, and it is proposed that it is sufficiently 
realistic to warrant its use as a test of the degree to which the 
present tax system may be expected to make the taxpayer realize 
the amount of his contribution to the public treasuries. 

Facing the Tax Problem, op. c%t., p. 421. 

28 Lutz, H. L., op. cit., pp. 690-691. 
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In. Local Government* In the local tax systems the property 
tax is the only important source of locally-collected tax rev- 
enue This tax ranks high on the list of those suited to 
promote tax consciousness. Paid directly to the local govern- 
ment, it will also vary in amount with the size of the local budget. 
It is the usual practice to set the local property tax rate by figur- 
ing the amount of local expenditures to be financed by this levy 
as a percentage of the total assessed valuation of the property 
in the community. 

Although the property tax promotes tax consciousness on the 
part of those who pay this levy, its effects in this regard are of 
course restricted to the owners of property in the local political 
units. Tenants paying a part of the property tax in their rent 
are not made conscious of the tax in the same way as the home 
owner who has to meet his tax bill at least once a year. It is 
estimated that only about one-half of the families in the United 
States own their own homes.^® It may be concluded that, 
although the property tax is a good promoter of tax conscious- 
ness, its scope is limited and will not assure the uniformity of 
tax consciousness that is believed to be desirable by the advo- 
cates of this docti'ine. 

Additional limitations arise from the fact that homestead 
exemptions and the tendency for the less well-to-do to rent in 
a higher percentage of cases than the more wealthy, prevent the 
property tax from developing tax consciousness among the per- 
sons with small incomes. Thus, although it would not be of 
very great importance if half of all income classes were free of 
any property tax paid directly, the lack of payment may become 
of considerable importance if only 10 per cent of the poorest 
third of the population are aware of the direct property tax. 
The failure of a particular group to realize the connection be- 
tween expenditures and taxation may well make them a power- 
ful pressure group ignorant of the price they are paying for 
special benefits obtained. Although it is impossible to determine 

See page 58. 

^^Statistical Abstract of the United States, 1937, Table 44, p. 51, and 
Table 56B, p. 589. 

Twelve states had some type of homestead exemption as of August 15, 
1937* {Tax Systems of the World, op, cit,, p. 152.) 
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the percentage of the persons with incomes below the present 
federal income tax exemptions who are made conscious of taxa- 
tion by the local property tax, it is safe to say that it is consid- 
erably less than 50 per cent. 

The remaining taxes used by the local governments, although 
not of very great importance, should be included in this review 
of tax consciousness on the part of the member of the town or 
city. The only one that is believed to promote any extensive tax 
consciousness is the sales tax used by the cities of New York 
and New Orleans. This tax, paid by the consumer as a sepa- 
rate part of the total price that he must pay for retail goods, is 
believed to result in a considerable amount of tax consciousness. 
It is paid many times, perhaps several timesY day, and is paid by 
rich and poor alike It does not, however, usually vary in 
amount with the change in the expenditure of the city, although 
this is possible Its inclusiveness is a strong point in its favor 
as is the fact that it is paid many times in a year. It is believed, 
however, that the very fact that it is paid so frequently and, as 
a consequence, in relatively small amounts each time, is a factor 
working against the promotion of the maximum amount of re- 
action on the part of the taxpayer. Once it becomes customary 
to pay a few cents extra with each purchase it may become a 
fixed habit and be forgotten by the taxpayer unless brought to 
his attention by the retailer or through a well-organized cam- 
paign of some interested group. It is also true that the practice 
of charging the tax separately may not be the uniform practice. 
Instances have come to the author's attention where New York 
retail stores have abandoned the practice. If this practice is 
general, it will reduce the resulting tax consciousness. 

The remaining sources of local revenues are miscellaneous 
fees and charges for the privilege of engaging in certain types 

The situation in Philadelphia is uncertain at the time this is written. 
A city sales tax was vetoed by the Mayor m January The veto was sus- 
tained by the Council It is of interest, however, that the City Council passed 
a city income tax of per cent on earned income in excess of $1,000, in 
November 1938. The State Supreme Court held that the exemption provided 
was unconstitutional and the City Council repealed the measure in face of 
the widespread protests against the flat rate tax without exemptions (See 
Nezd; York Times, November 27, 1938, December 6, 1938, and January 6, 
1939, also Tax Policy, Vol. VI, No. 4, February 1939, p. 29.) 
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of activity or in enjoying special benefits granted by the city. 
These charges and fees are usually paid by business men and are 
often small in amount. The possibility of their being shifted 
and their direct connection with the benefits or privileges en- 
joyed makes it extremely doubtful whether they add materially 
to the tax consciousness of the local taxpayer. 

As far as the local governments are concerned, it may be con- 
cluded that although there is considerable tax consciousness, 
there is less in the low income brackets than in the high. The 
possible exceptions to this conclusion are in New York and 
New Orleans where the retail sales tax may be counted on to 
promote an indefinite amount of additional response, particu- 
larly in the lower brackets. 

In State Government. — In the state tax systems the tax most 
certain to result in tax consciousness is the personal income tax. 
This tax, paid directly and possibly varying in amount with the 
size of the expenditures, is certain to make those who pay it 
aware of the costs of government. Its great weakness is the 
fact that it is paid by a very small percentage of the voters. In 
the first place there are 17 states that do not have full personal 
income taxes, these including some of our more populous states, 
such as Pennsylvania and New Jersey.^^ In the second place, 
all of the states using the personal income tax as a part of their 
tax systems have found it expedient to grant sizeable exemptions 
to the poorer taxpayers. The exemption for married persons is 
$2,000 or more in all but 10 of the 31 states that have full per- 
sonal income taxes, and $2,500 or more in 13 states When it 
is realized that all of the states grant an exemption for depend- 
ents of at least $200, it becomes obvious that even in the states 
that use the direct personal income tax, the number of taxpayers 
is so few that the tax consciousness that results is limited to a 
very few persons in the upper income brackets 

Tax Systems of the World, op. at , pp 137-138. 

84 Ibid 

85 For this reason and also because of administrative difficulties, the per- 
centage of the total population liable to income tax is very low even in the 
states with the smaller exemptions. In Mississippi, with exemptions of $750 
for a single person, $1,500 for the head of a family, and $200 for each 
dependent, there were in 1936 only 11,558 income taxpayers out of an adult 
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The only other tax paid directly by a large number of state 
taxpayers is the passenger automobile license. It is possible that 
with a total of 24,197,685 passenger automobiles registered on 
December 31, 1936, 15,000,000 to 20,000,000 families own at 
least one car each Thus it may be fairly estimated that from 
one-half to two-thirds of the 30,000,000 families m the United 
States pay a yearly automobile registration fee.^'^ 

It is difficult to estimate the amount of tax consciousness pro- 
moted by this tax. It is large enough to make the average car 
owner think about it, ranging as it does from about $3 to $15, 
but its direct connection with the ownership of a car and the 
possible connection in the mind of the taxpayer with the cost of 
the plate or the special benefits provided by the state to the car 
owner would seem to lessen its effectiveness as a tax useful in 
the promotion of general tax consciousness.^® Another weak- 
ness is the fact that it is seldom changed in amount from year 
to year, the flat rate remaining the same as long as the same type 
of automobile is owned. 

As with the property tax paid to the local government, what- 
ever tax consciousness is developed by the automobile registra- 
tion fee is not as great in the low income brackets as in the high. 
The percentage of persons with incomes of less than $1,500 who 
own automobiles is not definitely known, but it is certain that it 
is not nearly as great as for persons with incomes above that 


population of 1,031,547. (Source: Letter from Leigh Watkins, Jr., Director 
of Research, State Tax^ Commission of Mississippi.) 

In North Dakota, with exemptions of $500 for a single person, of $1,500 
for the head of a family, and $200 for each dependent, there were in 1935, 
14,157 taxable returns out of an adult population of 358,182 (Source * Letter 
from V. L. Gilbreath, Income Tax Deputy, State Tax Commission of North 
Dakota.) 

In Idaho, with exemptions of $700, $1,500, and $200, there were in 1935, 
16,723 income tax returns out of a total population of 246,770. (Source: 
Fiith Annual Report, State of Idaho, Department of Income Tax, p. 5 ) 

In each case the adult population figures are those of the 1930 Census 
The total is that of all persons over 21, regardless of color. (See Fifteenth 
Census of the United States, 1930, “Population,” Vol III ) 

Automobile Manufacturers Association, Automobile Facts and Figures, 
New York, 1937, p. 3. 

3 ^ The Census of 1930 gives the figure 29,904,663 as the total number of 
families m the United States. iStatisHcal Abstract of the United States, 
ig34, Table 40, p. 48.) 

28 Facing the T ax Problem, op, cit, p. 353. 
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level. In the very lowest ranges it is probably the exceptional 
family that owns an automobile, in spite of the fact that there 
are men on relief who drive to collect their checks. This 
means that again there is a fairly homogeneous group at the 
bottom of the income scale that is free from tax conscious- 
ness and can ask for special benefits without seeing that there 
is any connection between them and the tax bill paid. 

Another state tax which generates tax consciousness among 
this group of car owners is the gasoline tax. Levied in all of 
the 48 states, it has been producing increasing amounts of rev- 
enue in recent years. Rates vary between two and seven cents a 
gallon.^^ Although the tax is collected from dealers and added 
to the price of the gasoline sold to the consumer, the usual prac- 
tice of stating the tax separately in the final price should make 
the purchaser aware of it. The consciousness resulting has prob- 
ably been diminished, however, as at the time the gasoline tax 
rates were increasing the price of the product to the dealer was 
decreasing. 

It is believed that the only other state tax promoting exten- 
sive tax consciousness is the retail sales tax. Although this is 
an indirect tax, if added to the sales price of an article as a 
separate item it will certainly be noticed by the taxpayer.^^ This 
is a requirement in over half of the 29 states with sales taxes 
and is the practice in a few of the other sales tax states.^^ 

As 19 of the states do not use this tax, it still leaves a large 


39 See Tax Systems of the World, op. cit, pp. 168, 224, 392 ; c£., Facing 
the Tax Problem, op. cit , p. 360. 

^9 Several of the state tax officials in states where there is both a sales tax 
and an income tax with relatively low exemptions believe that the sales tax 
develops more tax consciousness than the income tax 

Leigh Watkins, Jr., Director of Research, State Tax Commission, Jack- 
son, Mississippi, writes : “I think possibly that the sales tax, because of its 
daily widespread applications, has done more to engender thought as to 
taxation than anything else.'" (Letter to the author. May 14, I937 ) 

Ellis D Bever, Director, Income Tax Department, State Tax Commis- 
sion, Topeka, Kansas, writes : *‘My recent trip relative to the sales tax, how- 
ever, convinces me that it will have far more effect on tax-consciousness 
than the Income Tax Law. I made a similar trip over the state four years 
ago explaining the Income Tax Law. The number in attendance at these 
meetings for a discussion of the sales tax has been three or four times as 
large in each city as the similar meeting four years ago relative to the income 
tax” (Letter to the author, June 8, 1937 ) 

Tax Systems of the World, op. cit., pp. I53“‘i5^* 
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percentage of state residents without the scope of its influence. 
Other disadvantages are the fact that it is paid in small sums 
day by day and does not vary directly with expenditures. How- 
ever, it has the decided advantage of being paid by all, rich or 
poor, in the states where it is used 

Other taxes that are used extensively by the states are the 
various business taxes that are paid directly by only relatively 
few individuals, and the property tax. As the state prop- 
erty tax is now becoming of less and less importance in the 
extent to which the states use it and in the portion of state 
revenues obtained m this way, it does not any longer assume an 
important role in the creation of tax consciousness.^^ The 
various business taxes promote some tax consciousness, but the 
business man will be made less conscious than would be the case 
otherwise to the extent that he believes that he can shift the tax 
in the form of higher prices. 

One tax that is used by a growing number of states and is a 
possible source of tax consciousness is the state cigarette tax 
when the state stamp placed on each package states the amount 
paid.^^ This tax reaches a large part of the population and does 
not exempt the poor. It is weakened, however, by the fact that 
it is usually maintained at a fixed rate year by year. 

Special notice should be taken of the state poll tax. Although 
it produced only 14 per cent of total state revenues in 1937,^^ 
and is often thought of as a dead carry-over from the past, it is 
still levied in 25 states.^^ In a few states, mostly in the south- 
eastern section, it plays an important part in the revenue sys- 
tem.^® It is, however, not of any general importance in the 
promotion of tax consciousness. This is primarily due to a lax 
administration which has resulted in its becoming, to a large 
extent, a voluntary paymcnt.^'^ Other factors which lessen its 

^2 The state property taxes produced only 796 per cent of total state 
revenues m 1937* (See Tax Policy, Vol. V, No. i, November-December 

1937.) 

^3 21 states now tax cigarettes alone or cigarettes and other tobacco prod- 
ucts. {Tax Systems of the World, op, cit., pp 158-159.) 

Tax Policy, op. cit 

Tax Systems of the World, op cit., p. 391. 

Lutz, H. L., Public Finance, op, cit, p. 463. 

Ibid., p 466. 
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importance are its size; it is usually a nominal charge of from 
$i to $5, and the lack of any variation in the amount of the tax 
with the rise and fall in expenditures. It is a suffrage pre- 
requisite in 14 states,^® but whatever value it might have has 
been lost by lax administration The use of the poll tax to help 
finance old-age assistance and pension plans indicates, however, 
that it is still considered a useful tax in some areas 

It may be concluded that if all state residents are to be made 
tax conscious in the true sense of realizing the connection be- 
tween the costs of state government and the state tax, it will be 
necessary to modify the state tax system Although it is likely 
that the tax consciousness of the relatively wealthy is already 
developed as far as taxes alone can develop it, it is believed that 
the lower in income scale one goes the less effective is the present 
state tax system in developing the tax-conscious mind This is 
believed to be true in spite of the large percentage of the state 
residents who pay for automobile licenses 

In Federal Government. — Consciousness of the taxes neces- 
sary to support the federal government is chiefly the result of the 
imposition of the federal personal income tax As has been 
suggested above, the income tax is the ideal instrument for the 
development of this state of mind. However, with the federal 
exemptions at their present levels of $1,1 ii for the single man, 
$2,778 for the head of a family, and $400 for each dependent, 
the percentage of adults made to pay this tax is relatively small. 
In 1936 the total number of returns was about 5.4 million, of 
which some 2,861,108 were taxable Thus only about 9.5 per 
cent of the 30 million families in the United States were subject 
to the federal personal income tax.^^ This leads therefore to 

Tax Systems of the World, op. ext., pp. 174-175. 

“Even where the poll tax is made a franchise prerequisite, only a 
relatively small proportion of the taxable polls is reached.” (The Institute 
for Government Research of the Brookings Institution, “Report on a Survey 
of Administration in Iowa,” op. ctf., p. 88 ) 

®oThe states are Connecticut, Michigan, and Nebraska. (See Tax Sys- 
tems of the World, op. ext., pp 174, 175.) 

Statistics of Income for 1^36, Part I, p. 4 

This figure is higher than it should be because of the fact that more 
than one return may be filed by a single family. It also varies with the 
year chosen. In 1934 there were only 1,795,920 taxable returns or 6 per cent. 
(See Statistics of Income for 1^34, Part 1 , p. 22,) 
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the conclusion that persons made tax conscious are a definite 
economic class and that the majority of those who have the 
power to vote and thus, in theory, to control federal expenditures 
are entirely free of any direct obligation. 

The only other federal tax that is believed to lead to tax con- 
sciousness is the tax on wages in certain employments to finance 
the old-age pensions payable under the Social Security Act. 
Although the number of persons subject to this tax is much 
larger than originally anticipated, due to the large number who 
work part of the year in covei'ed employments, the tax conscious- 
ness generated is limited by the fact that the direct connection 
between the payment of this tax and the eligibility for old-age 
pensions may distinguish the payment in such a manner that the 
taxpayer will not think of it as a contribution to government for 
general purposes but simply as an enforced insurance payment 
for his own benefit.^^ The fact that the employer deducts the 
tax from the wages paid is also a factor which may lessen the 
extent of the tax consciousness on the part of the employee. 

Other important sources of federal revenue are the liquor 
taxes, tobacco taxes, customs duties, and the various excises and 
stamp duties. None of these taxes is now imposed in a manner 
that is calculated to create tax consciousness. Although it is 
possible that the cigarette tax might be stated in such a manner 
that the purchaser would be aware of the amount he is paying 
on each package, this is not done at the present time. The rev- 
enue stamp used on each package of cigarettes simply states that 
the package contains twenty Class A. cigarettes and that the 
'"U. S. I. R.'' has something to do about it. It would not be 
surprising if the majority of smokers thought that the manufac- 
turer placed the stamp on the package to hold the top closed 
and permit the convenient practice of opening only one corner. 

Customs duties and the other taxes are usually paid by the 


The Social Security Board makes the following report : ‘It had been 
estimated in advance that the old-age insurance system would cover some 
25 or 26 million full-time jobs. The difference between the estimated number 
of jobs and the estimate of 32 million or more individuals who received tax- 
able wages in 1937 is to be accounted for largely by labor turn-over.” {Third 
Annual Report of the Social Security Boards Fiscal Year Ended June 30, 
1938, U. S. Government Printing Office, Washington, D. C., 1938, p. 30.) 
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business man and added on the final selling price of the article 
whenever possible. Although the individual business men who 
pay the tax are made aware of the fact that it is imposed and 
must be paid by someone, they are relatively few in number and 
would have less concern than the direct taxpayer insofar as they 
believed that they could shift the burden to the consumer or pur- 
chaser of their product. 

If it is true that little tax consciousness results from the im- 
position of the Social Security tax, it may be concluded that 
the amount generated by the federal tax system is slight and 
that there is a large section of the population, as determined by 
the size of the income tax exemptions, that is free from any 
tax calculated to promote it. In this respect the federal tax 
system is worse than that of the local governments and a large 
number of the states. 

Taxation of Small Incomes and Tax Consciousness 

In many of the references to the desirability of the creation 
of tax consciousness it is suggested that the direct taxation of 
small incomes is the best way to attain the desired goal. It 
seems difficult to disagree with this point of view. There are, 
however, certain requirements that must be fulfilled if this tax 
is to promote the maximum amount of tax consciousness. 

As it is evident that the creation of tax consciousness is de- 
pendent upon the full realization of the taxpayer of the total 
amount of his obligation to the government, the most important 
factor is the way in which the tax is paid. An indirect tax paid 
in the price of a good may create no tax consciousness in itself, 
whereas a tax of equal size paid directly will create at least some 
tax consciousness. However, even with the use of a direct tax, 
the amount of reaction is determined to a large extent by the 
way in which the tax is collected. 

In the case of the income tax it is often thought that there is 
only one way of administering the tax. This is not necessarily 
true of the tax when applied to the lower brackets. Various 
alternative ways of collecting the tax are available to the gov- 
ernment. Two broad classifications are suggested ; one, the type 



THE TAXATION OF SMALL INCOMES 


96 

of tax where the payment is made by the taxpayer directly to 
the government in question; the second, where the amount of 
the tax determined is deducted at the source, usually, in the case 
of the low income brackets, by the employer. The tax deducted 
at the source is a much less effective means of promoting the 
desired tax consciousness than is the tax paid directly This is 
true because the conscious saving required to meet a tax bill is 
much more likely to impress the fact of payment on the mind of 
the taxpayer than is the receipt of a wage check of an amount 
smaller than normal. It is possible that after the novelty of the 
new deduction from wages had had a chance to wear off, it 
would be accepted as a matter of course ai^d the tax conscious- 
ness reduced to a minimum. 

To promote the maximum consciousness the tax should also 
vary in amount as different expenditure policies are followed 
by the government in question. This suggests that a poll tax or 
filing fee, required regardless of the size of the income, are not 
as good as the straight income tax with the expectation of 
varying rates from time to time and varying liability as income 
fluctuates. The nominal amount that is usually set for a flat 
payment of this type is also a factor in lessening its effective- 
ness. Although it is not absolutely necessary to limit the charge 
to a dollar or two, the political and practical administrative 
limits are probably reached at this point, to say nothing of the 
obvious distributional inequities that the flat charge per head is 
sure to engender, which are more acute as the size of the charge 
becomes greater. 

The attainment of universal tax consciousness is desired by 
the great majority of the sponsors of the idea. It is claimed 
that if the idea is to be earned out to the point where it is really 
an effective means of attaining the ends desired, all persons, 
rich or poor, should be made equally conscious of the costs of 
government. If this is to be done by the use of an income tax, 
all persons must be included within its scope regardless of the 
size of their incomes Although this is the ideal, not many of 
those favoring the direct taxation of small incomes would go so 
far and it is not likely that an all-inclusive income tax will be 
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tried at the present time.®^ However, a more moderate lower- 
ing of the exemptions to roughly 50 per cent of the present level 
would still leave the great majority of the voters free of any 
direct tax at all.^^ Improvement m the effective consciousness 
may be expected, but the ideal of universal consciousness is not 
to be expected. 

However, insofar as fluctuation of individual incomes leads 
to change in the individuals who are included in taxable brackets, 
a fair estimate of the number of persons who are made tax 
conscious is not to be obtained from the number of taxable 
returns in a single year. If individual incomes could be ex- 
pected to fluctuate i^ such manner that a considerable number 
of persons might be income taxpayers on the average of once 
every five years, the extent of tax consciousness would un- 
doubtedly be increased. This group is to be thought of as 
being in addition to the group that will be income taxpayers in 
prosperous times and exempt when depression forces wage cuts 
and incomes of all types are reduced. How extensive this type 
of fluctuation may be is difficult to determine. Obvious exam- 
ples of the writer or artist who may make enough to be included 
under the income tax only once every two or three years come 
to mind, but the number of persons in this class are very few. 
Another reason to believe that the existence of this sort of 
fluctuation of incomes is of some significance is the fact that 
it is now known that the cycles of all industries do not always 
move together. Perhaps the workers in the building trades will 
be paying income tax in one period and the farmers in another. 
However, it is probably true that the make-up of any income 
class is fairly well set. 

Although it has been suggested that the income tax may be 

The tax now used to finance old-age security carries no exemption but 
is not comparable to the general income tax for reasons given above. If the 
social security law is modified to include the self-employed and others now 
exempt, it is possible that an income tax of the more orthodox type will be 
suggested as a means of financing the additional burden. It would be un- 
likely, however, that the present tax deducted from the wages of employees 
by employers would be modified 

The total number of taxable returns might be expected to increase to 
about eight or nine million under present conditions. (See Facing the Ta^ 
Problem, op cit., p. 3570 
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modified to develop somewhat more tax consciousness than it 
does today, nothing has been said about the question of main- 
taining the proper degree of tax consciousness with respect to 
the different governmental structures in the United States. Can 
the income tax be used to further the recognition of the con- 
nection between the expenditures of local governments and the 
total local tax bill ? Can both the states and the federal govern- 
ment lower their exemptions at the same time ? These are some 
of the questions that must be answered before the usefulness of 
the lower bracket tax can be estimated. 

The income tax has never been used by the local political 
units and, in spite of the efforts of the Philadelphia City Council, 
it is not likely that it will in many cases. This is true because 
of the difficulty and inefficiency involved in the administration 
of an income tax in a small area. Unless it were used univer- 
sally, which is not to be expected at this time, evasion and avoid- 
ance would be relatively easy. If administered locally, the costs 
would be raised by the necessity of duplicate organizations. On 
the other hand, if it were to be administered by the state for the 
benefit of the localities, the connection between local taxation 
and expenditures would be obscured. This is now the case in 
some states where the state administers an income tax and 
agrees to give the locality a certain percentage of the total re- 
ceipts. The average taxpayer is not usually in a position to dis- 
tinguish between the part of his tax due to state expenses and 
the part due to local expenses. It may be concluded that gen- 
eration of local tax consciousness cannot be considered a pos- 
sible function of the income tax. 

Long experience in the imposition of the personal income 
tax in Wisconsin, New York, and other states, and the recent 
adoption of the income tax by many other states, has proved that 
the income tax can be successfully administered by the state 
governments. It follows, therefore, that those states without 
this tax could increase tax consciousness by obtaining at least a 
part of the state revenue from this source. The most important 
question is, however, the amount of tax consciousness that may 
b^ developed. Unless the states lower their exemptions below 
their present level, there remains a large part of the population 
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who will pay no tax directly to the state.®® It is also true that 
the amount of tax consciousness that will be developed is greater 
as the amount of the tax paid in each case rises. This becomes 
an important issue as the majority of the states now have taxes 
that begin with a one per cent rate on the first $i,ooo of taxable 
income.®'^ The actual tax payment that is made with this low 
rate will be so small in many instances that it is doubtful if it 
will be a very effective measure. For example, the tax paid on 
a taxable income of $ioo will be only $i. It is doubtful if this 
is a large enough payment to promote real thought about the tax 
system with exemptions at their present levels. 

Although it has been proved that the states can successfully 
administer the personal income tax, there is the possibility that 
before long there will be a movement to have the federal govern- 
ment administer the state taxes for the benefit of the states. 
This practice is followed in Australia where the Commonwealth 
collects the tax for one of the state governments.®® Although 
this method of administration has many advantages, it would 
probably result in the reduction of the consciousness of state 
taxation and the confusion of the state with the federal tax bur- 
den unless the Australian practice of joint returns and separate 
payments to the federal and state treasuries were followed. 

In the case of the federal government the lower the exemp- 
tions and the higher the rates, the greater the amount of tax 
consciousness that will be created. The direct connection be- 
tween the federal tax and federal expenditures is maintained at 
the present time. Amalgamation of the state and federal tax 
administrations, as suggested above, might lead to confusion in 
the voters’ minds, but if payment is separate this need not fol- 
low. It is sometimes held that the federal government has 
raised its income tax rates to a level that prohibits the use of 
this tax by the states. Although this may be true with respect 
to the imposition of state rate *scales comparable to the federal 
in progressivity, there is in the experience of New York ample 

56 See page 182. 

57 Tax^ Systems of the World, op. cit., pp. 137-138. 

58 Haig, R. M., “Amalgamated Federal-State Tax Administration^ in 
Australia,” Proceedings of the Thirtieth Animal Conference on Taxation, 
The National Tax Association, Columbia, S C., 1938, pp. 37 i-“ 374 , 380. 
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evidence of the effective use of any income tax with rates less 
progressive in the higher brackets. It is true, however, that 
separate administration of income taxes with exemptions at half 
their present levels might prove so costly that neither govern 
ment would find it practical. Consideration of this problem and 
the alternative of a single administration is found below 

Effects of Tax Consciousness 

Up to this point no assumption as to the desirability of the 
creation of tax consciousness has been made. It has been as- 
sumed by many writers that the development of a tax system 
with a greater emphasis on the creation pf tax consciousness 
would result in significant change in the attitude of the taxpayer 
with respect to government. However, they have not attempted 
to determine the possible limits to the effectiveness of this 
assumed reaction or the effects other than those expected by the 
advocats of the increase in tax consciousness. Investigation 
along these lines is necessary before the importance of the 
tax consciousness argument for lower exemptions may be 
determined. 

The case for the direct taxation of small incomes to promote 
tax consciousness may be condensed into the following state- 
ment. Direct taxation of small incomes is the best way of pro- 
moting tax consciousness; tax consciousness leads to thought 
about the government that collects and spends the money; it 
therefore follows that the taxpayer will support government re- 
form and reduction in expenditures. In the majority of cases 
there is also implied the assumption that anything that will limit 
the growth of government expenditures or reduce them is to 
be desired. 

With the first part of the case for the taxation of small in- 
comes, that which holds that this is one of the best ways of 
promoting tax consciousness, there can be little disagreement. 
Although there may be limits to the extent to which this tax 
may be used by the different governmental units, it is the ideal 
tax f rom most points of view. Non-shif table, paid directly to 


See page 151. 
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the government, and usually paid not too frequently to minimize 
the significance of the total burden, other things being equal, 
there is probably no other tax that is as well fitted to do the job. 

Does it follow, however, that this tax consciousness will re- 
sult in the promotion of desirable government reform or econ- 
omy? There is evidence that this does not necessarily follow 
as a matter of course. Professor Lutz has summarized many 
of the weaknesses of the position that tax consciousness is a 
short-cut to good government and economy in the following 
statement It is so pointed that it seems worth quoting in full. 

One further word — about tax-consciousness * an immense amount 
of bunk has been w.jitten and said about that subject, and I confess 
that I in earlier years have been guilty as a contributor. The argu- 
ment is, of course, that when people become tax-conscious they 
immediately go down to the city hall or to the state capitol and 
demand clean, honest, efficient government. That is only a pious 
hope, very largely unsupported by experience. That is not what 
happens when people become tax-conscious, except by accident 

Any kind of tax will produce a reaction, of course. But what 
direction will it take? You can no more predict it than you can 
predict the direction of the explosive force of dynamite. In New 
Jersey we had a sales tax, and it made the people very tax-conscious. 
Did they go to Trenton? No, except to demand the repeal of the 
tax. That was the direction the explosive force took in New Jersey, 
and they got away with it. They did promptly compel the repeal of 
the tax. They didn^t compel better or cheaper government, not 
at all. 

The eighteenth century Englishman was tax-conscious of the 
excise, and that was an indirect tax. Did he demand from each of 
the three Georges in turn that they give him better government? 
Not at all. He took it in clubbing and knifing the excise tax 
collectors when he got them in a dark alley. He took it out in 
smuggling and in extraordinary satisfaction from the consumption 
of smuggled liquor and tobacco because of the way in which he had 
put it over on the hated excise man. 

If we want tax-consciousness — and I will agree that there is a 
proper place for that term — I think it is futile to count on getting 
it in any large degree through the ordinary operation of the tax 
system. The way to get it is to go out and organize yourselves in 
the form of taxpayers' associations or civic leagues or some other 
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civic groups and then feed your members enough hot stuff on what 
is going on in the city hall or state capitol or Qounty government or 
some place else to get them really lined up behind the proposition 
that you want to put across.®® 

The Tax Policy League recently issued a statement in favor 
of the development of greater tax consciousness by the use of 
the direct personal income tax. However, in spite of the fact 
that they believe in the desirability of the development of more 
tax consciousness they are not unaware of the limitations of 
their case. The statement is as follows : 

Tax consciousness will not result in a reduction of governmental 
expenditures if the masses of the people v^ant those expenditures. 
Nor will tax consciousness result in constructive economies and 
governmental reforms unless the electorate is highly intelligent and 
informed concerning the desirability of such changes. The property 
tax did result in an unusual amount of tax consciousness on the part 
of property owners during the depression years . . . not construc- 
tive reform but enactment of socially undesirable measures resulted 
as propaganda groups used this consciousness — the small property 
owner not realizing new sales taxes would burden them more than 
lower property taxes. 

Direct taxes can scarcely fail to result in tax consciousness 
Whether such consciousness will induce taxpayer pressure upon 
the government will depend on the attitude of the taxpayer toward 
government expenditures. Whether any action so induced will be 
socially desirable or undesirable will depend on the state of enlighten- 
ment of the taxpayer group. Tax consciousness or tax responsi- 
bility as the writer would prefer to call it, is a desirable goal, and 
in an intelligent democracy should bring about an improvement in 
public affairs, but it cannot be regarded as a panacea for all gov- 
ernment ills.®^ 

This statement seems to be of particular importance as it 
brings out clearly the danger in the indiscriminate creation of 
tax consciousness. The use of tax consciousness by special 
groups to further their own interests seems, to the writer, to 

80 Lutz, Harley L., in a discussion reported in Proceedings of the Thirtieth 
Annual Conference on Taxation, The National Tax Association, Columbia, 
S. C , 1938, p. 161. 

8^ Tax Policy, Vol. IV, No. 6, April 1937, p. 2 
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be almost impossible to prevent and, as is the case with most 
legislation for the benefit of special groups, the result is seldom 
to the advantage of the community at large. Some of the 
results of tax consciousness used by special groups that are of 
doubtful value to the community are constitutional property tax 
rate limits, homestead exemptions to help, or so it is claimed, 
the little fellow, and in general unwise curtailment of public 
expenditures for such services as the public schools, hospitals, 
and the like. 

The reaction against undue optimism expressed by T. S. 
Adams should be remembered in this connection. He stated, 
not so many years ago but at a time when the nature of the tax 
conflict was less acufe than it is at the present time, that '‘mod- 
ern taxation or tax-making in its most characteristic aspect is a 
group contest in which powerful interests vigorously endeavor 
to rid themselves of present or proposed tax burdens.^^ The 
case for the creation of tax consciousness is not nearly so clear 
when its use by special groups is a distinct possibility. 

One interesting possibility that has not been included in any 
of the discussions of the issue that have come to the attention 
of the writer is that with an increase in general tax conscious- 
ness on the part of the lower income groups, there may well be 
a demand for an increase, rather than a decrease, in the total 
expenditure of governments. This might become very strong 
if it could be pointed out to the persons with smaller incomes 
that under a progressive tax system such as is in force today it 
would be possible, even with a general increase in taxes through- 
out the tax structure, to have the increased benefits from the 
new expenditures exceed the increased taxes. 

Another possibility is that the result would be to remove the 
tax entirely from the lower classes as a consequence of their 
sudden realization that they had to pay such large sums to sup- 
port what they had believed previously to be a benevolent gov- 
ernment. This reaction would not necessarily be accompanied 
by a willingness to reduce expenditure. The only result would 
be then to increase the rates in the higher ' brackets. Vested 


62 Adams, T. S., 'Ideals and Idealism in Taxation,” op, cit, pp. 1-8. 
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interests in the receipt of special benefits are very strong politi- 
cally, as a consideration of the history of farm legislation and 
the veterans’ pension program will indicate. Although it may 
be shortsighted, it is believed that for the most part these or 
similar groups are able and willing to take the point of view 
that their best interests are promoted by the grant of as large 
subsidies as it is possible to get with the hope that the other 
fellow will pay the bill. A universal income tax could be made 
a very useful tool by some political spell-binder promising its 
repeal and the maintenance of all benefits. Although much de- 
pends on the general state of mind of the people and the extent 
to which they have a real understanding of the nature of gov- 
ernment finance, there is no reason to believe that the general 
type of reaction outlined cannot take place. 

The most important point to be made, however, is that made 
by Lutz. That is, that if reform or reduction in expenditure is 
desired, the way to get it is by the proper sort of education and 
propaganda. Good leadership and the general state of mind of 
the people are of a great deal more importance in the achieve- 
ment or failure to achieve certain ends than any mechanical pro- 
vision of the tax system. The Princeton Local Government 
Survey has recently been developing effective techniques for the 
presentation of the facts about the local government in the State 
of New Jersey. Their belief is that only with the careful pres- 
entation of the real issues and the equally careful presentation 
of the steps that may be taken to correct the existing order is 
there any chance of bringing about any considerable improve- 
ment in the functioning of a democracy.®® 

Another fundamental weakness of the idea that an increase 
in tax consciousness will prove to be an effective check on ex- 
penditures is the fact that the real force of increased expendi- 
tures is felt only a year or more after the increase in expenditure 
has been made. Although this is the case in the natural course 
of events, the development of programs that are to increase in 
size over time and the use of deficit financing may place an even 


Ely, J. F , and Robbins, J. J., “Popularizing the Results of Government 
Research,’* The Public Opinion Quarterly, Vol. 2, No. i, January 1938, 
pp. 7-23, passim. 
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wider gap between the time of the increase in the expenditure 
and the time when the taxes must be raised to a new high level. 
When there is a lag of this sort the reduction of expenditures is 
made very difficult by the fact that there are firmly entrenched 
beneficiaries of the program. The political commitment to 
maintain the program is also very strong as there are likely to 
be not only the direct beneficiaries to consider but the indirect 
beneficiaries who are holding down the various administrative 
jobs. The time to fight is before the program is started. This 
can be done with some appeal to the already high rate of taxes 
but the real problem in a democracy is to persuade the voters 
that the newly planned expenditure is unwise before it is passed. 

In many of the references to the issue of the lower bracket 
income tax it is suggested that the inspiration for the stand 
taken was derived from the success with which the English have 
used the direct tax on small incomes. There, one is led to be- 
lieve, is a Utopia where the tax-conscious citizen is thoughtful 
of any increase in the national budget and maintains an eagle 
eye over the government to prevent the corruption that is the 
general rule in this country. In the first place there should be 
some real understanding of the nature of the extent to which 
the English tax the small income directly. This is not so easy 
to determine as would appear at first glance, as the mere transla- 
tion of the exemptions stated in pounds into dollars is not suffi- 
cient to take account of the other important variables in the 
attempt to make a valid comparison between the two countries. 

To get the bare essentials is the first requirement. The basic 
exemptions under the British income tax are £100 or $500 for 
a single man, £180 or $900 for a married person, and £60 or 
$300 for each child. These are increased materially, however, 
when the income is wholly ‘‘earned,’^ by an ^'earned’’ income 
allowance of one-fifth of such income, up to a maximum of a 
total allowance of £300. This allowance has the effect of pro- 
viding effective exemption levels, in the case of earned incomes, 
of £125 or $625 for the single man, and £225 or $1,125 ^^e 

married man. The effective size of the exemption for children 


6^ The conventional valuation of £i at $5 is used. 
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is increased in the same manner. These exemptions are well 
below those that are in effect in the United States at the present 
time, being slightly more than half as large for the single man 
and less than half as large for the married person. 

The result of these low exemptions is, of course, to increase 
the number of taxpayers in the lower income brackets.®® It is, 
however, not as effective in the inclusion of the majority of the 
voters as might be expected. In the fiscal year 1935, when the 
exemption for married persons was £10 less than it is today, the 
total number of taxable returns was 3,500,000. This is approxi- 
mately nine per cent of the total population, or 13 per cent of the 
parliamentary voters.®® Although this is greatly in excess of 
the 1.5 per cent of the population and 4.4 per cent of the voters 
in the national election of 1936 that are subject to the federal 
income tax, it is still not large enough to assure the creation of 
real tax consciousness on the part of a very significant propor- 
tion of citizens in the lower income brackets. Should the ex- 
emption under the federal income tax be lowered to a compar- 
able level, it may be estimated that approximately the same per- 
centage of the population would be subject to the direct tax. 
Changes in business conditions and variation in the standard of 
living in the two countries will of course make the number of 

Although there is little question that the exemptions in England are 
significantly lower than in the United States, the translation of pounds into 
dollars does not tell the whole story. In his comparison of the British and 
American income tax laws Spaulding makes the following comment “It 
cannot be assumed that if the exemption limits are the same, the tax burdens 
will be similar. If the cost of living is twice as high in the United States 
it is in Great Britain, then the United States must make the exemption 
limit twice as high in order to impose on its taxpayers, other things being 
equal, the same burden as that imposed in Great Britain. The same consider- 
ation will apply to the rates of the income tax and super-tax but with less 
weight as incomes are higher Nor can standards of living be neglected. 
If the standard of living is higher in the United States than in Great Britain, 
other things being equal, then income taxes at the same rates in both countries 
will interfere more with the habits and comfort of taxpayers in the United 
States, and will impose a heavier burden (because more keenly felt) on them 
than on taxpayers in Great Britain. But on the other hand, if the standard 
of living is higher, then real incomes will be larger, and income tax at a 
given rate will be less felt than in the country where standards of living are 
lower, and real incomes smaller.” (Spaulding, H. B, The Income Tax in 
Great Britain and the United States^ London, 1927, pp. 33-34 ) 

66 There were 27,394,920 in the electorate in England and Wales in 
1935* (The Statesman's Year Book, edited by M. Epstein, London, 1938, 

p. 6.) 
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persons who pay income tax with the same level of exemption 
differ as a percentage of the total population from time to time. 

Although it is useful for the purposes of comparison to use 
the figure of percentage of total population as the percentage of 
actual voters, the more important figure is the percentage of the 
potential voting population that is subject to the tax. In the 
United States there are approximately 73,000,000 persons who 
are 21 years of age or over.^*^ Assuming that a lowering of the 
personal exemptions would increase the total number of taxable 
returns to 9,000,000,^^ which would be the figure that would 
seem to be most likely if the British level of exemptions were 
adopted, only 12 pesicent of the potential voters would be sub- 
ject to the income tax, and the great majority would be paying 
small sums if the present system of rates and progression were 
maintained It may be concluded, therefore, that although the 
British rates do result in the inclusion of a significantly larger 
number of taxpayers under the income tax, this level of exemp- 
tion is not sufficiently low to result in the creation of even a 
bare majority of the voters with a direct responsibility to the 
government in the form of a yearly income tax. 

Some of the critical comments on the British tax on small 
incomes should be included at this point. The minority of the 
Colwyn Committee on Taxation was of an entirely different 
view than the majority whose opinion has already been quoted. 
This minority believed that : 

In the first place, it appears to us difficult to press the principle 
of “no representation without taxation” so long as the converse 
principle of “no taxation without representation” is not observed, as 
is the case todya with considerable numbers of women taxpayers. 
Secondly, the whole argument seems to us to be of a somewhat 
academic character. We suggest only that those citizens should be 
exempt from taxation whose means are inadequate to support a 
reasonable standard of life.®® 

67 Statistical Abstract of the United States, 1938, Table 27, p. 34 gives the 
total 72,943,624 for the year 1930. 

66 See Factng the Tax Problem, op. cit., p. 357. 

69 Committee on National Debt and Taxation, op. cit.. Minority Report, 
No. 79 , P- 347. 



io8 THE TAXATION OF SMALL INCOMES 

Similar views w’ere expressed at an earlier date by Carter and 
Houghton on the occasion of the lowering of the exemption 
limit during the war. Their criticism of this measure is still 
pointed enough to be worth considering at the present time. 
They wrote in 1918 after the novelty of the new exemptions 
had had sufficient time to wear off, in the following vein : 

The Finance (No 2) Act of 1915 lowered the limit of taxable 
income from £160 to £130. The Act was passed without serious 
opposition, although it is estimated that the measure has affected 
some two million persons who had previously been exempt This 
Act, like the National Registration Act and others passed during the 
war period, provides another example of tJle great difference be- 
tween what people think the Government is doing and what the 
Government knows it is doing, and vice versa. It was argued that 
the new taxpayers would feel a deeper ''sense of responsibility,'' 
that the payment of direct taxes would "stimulate an interest in Gov- 
ernment affairs," etc The actual effect has been narrowed down to 
a particular interest in getting the burden removed from the shoul- 
ders of the wage-earners at the earliest possible moment. This 
attitude might have been expected, as there are many precedents 
for wishing to remove the burden of taxation But there are prob- 
ably few cases, within the last fifty years, of new taxation where the 
feeling of injustice is more intense 

In the Report of the Commission of Inquiry into Industrial 
Unrest (in Scotland) the following appears (par. 18) "The bring- 
ing of workmen, earning what they regard as a bare living wage, 
within the range of the income tax, is strongly represented as a 
cause of unrest . . , and, in the same paragraph * "This is a matter 

which affects all classes of the community, and to make recom- 
mendations upon it is scarcely within the scope of this Commission 
At the same time, we feel bound to report that the great mass of 
working men having been, for the first time, brought under the in- 
come tax is undoubtedly amongst the causes of industrial unrest." 

Similar evidence was presented before the Royal Commission 
on Taxation in 1919-20. Mr. Robert Shirkie, representing the 

Carter, G R , and Houghton, H. W , '‘The Income Tax on Wages by 
Quarterly Assessment,” The Economic Journal, Vol. XXVIII, No. 109, 
March 1918, pp. 30-31. 
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Trades Unions Congress, made the following statement before 
the Commission : 

Spending my life among the working people, and being one oi 
them, I know that the present practice causes very many and serious 
hardships. In one district, so serious is the position that the 
County Court is flooded weekly with scores of actions for the recov- 
ery of small sums of Income Tax which, in many cases, the workers 
are unable to pa3^'^^ 

Another type of reaction to the low exemption of the war 
period is cited by Hobson and one of the witnesses before the 
Commission. This is the restriction of labor output to prevent 
the half-yearly income from going over the tax limit. They 
claim that however foolish it may seem the miner or other 
worker is known to have taken a day off to prevent his income 
from reaching the taxable level.'^^ 

More recently the reaction to the severe cut in the size of the 
personal exemptions in 1931 brought forth the following com- 
ment from two British commentators. It is noteworthy as the 
prediction that the cut was too sharp and would be modified has 
been fulfilled. 

A rather striking reversal of this process took place in September 
1931, when it was presumably felt that members of the poorer 
classes ought to be asked to contribute their share to the public 
needs, and Mr. Snowden accordingly reduced the personal allowance 
to £100 for single persons and £150 for married persons. . . . 
Indirect taxation, however, is now the recognized method of levy- 
ing unobtrusively a contribution to national expenditure from the 
masses of the wage earners, and, in view of the extension of indirect 
taxation now in progress through tariffs, it may be doubted whether 
it will long be possible to retain the new development of direct 
taxation downward as a permanent feature of the fiscal system.*^® 

Evidence of Robert Shirkie, Minutes of Evidence of the Royal Commis- 
sion on the Income Tax, 1919--20, #9139 

72 Hobson, J. A., op cit , pp. 4^47. Evidence of Mr Charles Edwards, 
representing the South Wales Miner’s Federation, Minutes of Evidence of 
the Royal Commission on the Income Tax, #2343. 

73 Mallet, Sir Bernard, and George C. Oswald, British Bridgets (Third 
Series, 1921-22 to 1932-33) » London, 1933, pp. 486-487. 
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In all of the literature or references to the question of tax 
consciousness there is no concrete evidence presented to indicate 
that the effects of the tax consciousness induced by lower ex- 
emption have been favorable. There are many references to the 
desirability of the lower exemption but the support for this stand 
is always stated in the most abstract way and there is a marked 
lack of anything even resembling a positive proof that favor- 
able changes have resulted from the broadening of the income 
tax base. In view of the fact that there is the evidence on the 
other side, it is no more than fair to say that the burden of proof 
still rests on those who are the advocates of the low exemption 
on the ground of the desirable effects of the resulting tax 
consciousness. 

Recent interviews with the administrative officials of the 
Inland Revenue and with some of the local Inspectors of taxes 
in Great Britain revealed that they regard this argument for the 
low exemption of little practical significance. The only political 
significance that they attached to the low exemption was the 
general belief that the inclusion of the little fellow made it easier 
to place heavy burdens on the middle and upper brackets. This 
cannot be held to be a strong statement for the reduction of 
exemptions as a way of controlling expenditures. It may even 
be interpreted as a statement that the only way that an increase 
in expenditure may be financed is by the maintenance of the low 
exemption as a sop for those who really have to pay the bill. 

Recent legislation with respect to the level of exemption in 
England is also of some interest. With the adverse effect of the 
world-wide depression in 1930 making itself felt in the finances 
of the country, exemptions were reduced to the lowest point in 
the history of the income tax in 1931. These basic exemptions 
of £100 for the single man, £150 for the married man, and £50 
for one child and £40 for each additional child, were maintained 
until 1935. In that year the allowance for the married man was 
raised to £170 and the children’s allow’'ance was raised to £50 
for all. In 1936 another raise was passed increasing the mar- 
ried allowance to £180 and the children’s allowance to £60. Al- 
though there has been a constant increase in the revenue needs 
of the government as a result of the new rearmament program, 
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leading to the enactment in 1938 of a new high normal tax rate 
for all but the war years of 5 s. 6 d., or 2734 per cent, these levels 
of exemption are still in force today. It is also of interest to 
note that the recent increase in the normal tax rate has not 
affected the income tax paid by the little fellow. The old rates 
apply to the first £135 of taxable income. This is of particular 
importance as the maintenance of the same rate in face of in- 
creased expenditure is not the policy to be followed if it is 
believed to be desirable to bring about the maximum tax 
consciousness. 

Another sign that the present government is not so anxious 
to develop tax consciousness is found in the fact that with the 
increase in the income tax rates in the middle and upper brackets 
there was passed a two pence a pound increase in the tea levy, 
an indirect tax that will affect all the poorer classes.'^® 

Conclusions 

Although it has been concluded that approximately “two- 
thirds of the families in the United States are made tax con- 
scious in the sense that they pay a substantial amount of money 
in taxes each year directly to some governmental unit,” the 
tax consciousness of the members of any of the separate govern- 
mental structures in the United States is believed to be consid- 
erably less than that. Tax consciousness of local residents is 
believed to include about one-half of the families, state govern- 
ments are believed to be less active in the promotion of tax con- 
sciousness,'^^ and the federal government is the weakest of all. 

The lowering of the level of the income tax exemptions may 
be used effectively by the states and the federal government to 
promote some additional tax consciousness, but the local govern- 
ments will not find this a practical means of increasing the ex- 
tent of the tax consciousness of the local voter. The practical 
limitations that are necessary to observe in the imposition of an 
income tax that is effective in the promotion of tax conscious- 

York Times, April 27, 1938. 

75 Ihid 

Facing the Tax Problem, op cit, p 360. 

77 Even though the automobile registration fee includes more than half of 
the families in the country. (See page 90.) 
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ness are, however, such that it is believed that even the federal 
or state governments cannot hope to use this tax as an imme- 
diate means of creating tax consciousness of the majority of 
their voters. 

It must be granted, however, that it is possible that with the 
use of an income tax on the lower bracket incomes, the amount 
of tax consciousness can be increased in an amount that is of 
some significance. The results of the increase in the amount 
of tax consciousness are not, however, definite enough to pro- 
vide a very strong basis for a plea that a great effort be made 
for the attainment of the tax-conscious citizen. Although the 
claims of the supporters of the program are impressive, the 
available evidence is not. As the problem ^s essentially one of 
predicting the reaction of the mass to a given type of tax pro- 
gram, no assertions either pro or con can be made with any 
degree of accuracy. However, it would seem that the burden 
of proof still rests on the believers in the usefulness of a serious 
attempt to increase the amount of tax consciousness in the coun- 
try. This is true, as the experience in England tends to suggest 
that the practical effects are not at all what the average Amer- 
ican believes them to be. 



CHAPTER 6 


ADMINISTRATIVE ASPECTS OF THE TAXATION 
OF SMALL INCOMES 

The importance of the administrative practicability of a tax 
or a tax system is well recognized. If there is a choice to be 
made between the use of two taxes, not only must their respec- 
tive effects on the 4istribution of the tax burden, on tax con- 
sciousness and their revenue potentialities be compared, but the 
difficulties of administration must also be considered. It may 
well be that a tax that is, in most respects, of definite superiority, 
will not prove to be as desirable in the end as a less refined 
measure if it is administratively impossible to assure uniformity 
of assessment and to prevent evasion on a wide scale. 

Professor Seligman considered the question of administration 
of nearly as great importance as the question of justice. He be- 
lieved that : 

On all sides we are realizing the fact that the question of effi- 
ciency is scarcely, if at all, subordinate to the question of justice 
Or, let us put it rather in this way: that however well justified, and 
however well calculated to promote the ends of justice a given 
scheme may be, unless its administrative features are so arranged 
as to make it workable, the beneficent aims are bound to be frus- 
trated , and a half-way good measure which is administratively un- 
objectionable frequently turns out to be far superior to an ideal 
scheme which ultimately discloses serious faults in its administrative 
aspects.^ 

Although this problem of administration is of importance in 
all questions of taxation, it seems to be of particular importance 
in the problem that is the subject of this study. Evidence has 
been presented above that suggests that in the past the exemption 
of certain size incomes from the income tax has not always 

^ Seligman, Edwin R. A., Essays in T axafion, op. ciL, p. 332. 
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been the result of the desire to attain an equitable tax system. 
In many cases it has been the result of the conviction that there 
was little chance to impose a workable income tax on the very 
small income. It has also been suggested that the degree of 
refinement of the existing income taxes is conditioned, in part, 
by the question of the administrative practicability of the sug- 
gested refinement. The development of the income tax to the 
point that it is today has been the result of the improvement 
in the technique of administration as much as any other factor. 

The chief advantage of the personal income tax as it is 
known today is that it is a personal tax. As a result of the 
fact that it is a person who is the basis ofd:axation, full allow- 
ance can be made for differences in ability and assurance of the 
desired distribution of the burden with equity between individ- 
uals can be had. It is well recognized that it cannot boast of the 
advantage of simplicity Professor Seligman suggests, 

But precisely because the income tax is a personal tax rather 
than an impersonal tax or a tax on things, it involves administrative 
difficulties and presupposes an advanced stage of social morality and 
political probity.^ 

Lord Stamp has made the same point very clear. He states, 

It may not be out of place at this point to register a deliberate 
opinion that the clamour for a simple Income Tax, which he who 
runs may read, is an absurd one. In many particulars, not always the 
most important, the existing chaos of rules can indeed be greatly 
simplified, but if the tax is to be so highly subjective as to reflect 
every slight difference in ability, on the grounds of aggregate amount 
of income, marital condition, family responsibility, character of 
income, elements of capital, origin and source of profits, and all the 
other differentiae which are now urged, then, unless it is to be 
reduced to the status of a voluntary offering, it must be a compli- 
cated system.® 

The recognition of the fact that the income tax is a refined 
measure of ability and cannot claim advantages over other taxes 

2 Ibid., p. 15. 

^ 3 Statement of Dr J. C. Stamp, Minutes of Evidence of the Royal Com- 
mission on the Income 1919-20, Cmd. 288, #9581. 
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on administrative grounds is essential at the start. It suggests 
that, contrary to the practice in the previous chapters, there is 
no point here in comparing the lower bracket income tax with 
the other types of tax to determine the relative superiority of 
the one over the other. It is conceded at the start that the in- 
come tax is more difficult to administer than many of the other 
taxes that are now being used to collect revenue from persons 
in the lower brackets. The question that must be considered, 
however, is whether or not the direct tax on small incomes can 
be administered at all. It is also important to estimate the de- 
gree of refinement that is compatible with administrative effi- 
ciency. It is possible to make full allowance for individual dif- 
ferences ? What are the practical limitations to the attainment 
of true equality and progression in the distribution of the tax 
burden? What are the additional costs of the substitution of 
the income tax for already existing taxes ? These are a few of 
the questions that will have to be considered if the complete 
picture of the direct taxation of small incomes is to be presented 
in a form that will permit something other than an arbitrary 
evaluation of its desirability. 

It might be thought that, as the income tax is being success- 
fully administered at the present time and as it is possible to 
make the actual tax conform in large measure to the ideal, the 
main question to be considered by the student of the lower 
bracket income tax is that of the cost of the administration of 
the tax in the lower brackets. This is not the case, however. 
Special problems arise as the exemption limit is lowered that 
are either non-existent with high exemptions or are of minor 
importance. The cost of collection expressed as a percentage 
of the revenue obtained is certainly to be considered, but there 
are other factors that are of equal importance in the determina- 
tion of the administrative practicability of the lower bracket 
income tax at the present time. 

Barring the possibility of trying the tax under different con- 
ditions, there is no way to determine with any great degree of 
certainty all of the special problems that may arise and the rela- 
tive merits of the possible alternative ways of meeting these 
problems. However, it is found that by reference to the exist- 
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ing income tax and, particularly, to the experience in England, 
many of the points that may be expected to create special diffi- 
culties may be anticipated, and the weighing of the different 
possibilities of administrative technique may be undertaken with 
profit. It is proposed to make a general survey of this type 
before the specific problem of the administration of the tax 
under the present conditions in the United States is considered 
as a whole. 


General Problems 

Equity vs. Administrative Practicability. — The chief case 
for the use of the lower bracket income taxjis that it is the most 
equitable tax that can be used to obtain revenue for general 
purposes. It is not claimed, however, that it is the perfect tax. 
Under the administration of the existing income tax there are 
many compromises made as the ideal is not administratively 
practical. The question that must be faced at this point is the 
extent to which it is necessary to make additional compromises 
when the exemptions are lowered and the extent to which the 
preservation of the advantages of the personal tax in the lower 
income classes would necessitate additional administrative com- 
plications. 

The demands of the equitable tax as set forth in Chapter 4 
stressed in particular the necessity of the full allowance for the 
differences in the capacities of persons in different circumstances 
but with equal incomes. Specifically this required that allow- 
ance be made for the size of the family and also for expenses 
due to special circumstance that did not fall equally on persons 
with equal incomes. Items of this type were believed to be 
necessary expenses of a trade, and differences in the way in 
which the income was obtained, whether earned or received from 
investments. It was also suggested that medical expenses might 
be included in the future. There was also the problem of assur- 
ing the equal treatment of persons with equal real incomes and 
equal responsibilities. 

^ With respect to the allowance for family circumstance there 
IS no reason why the problem should assume any more impor- 
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tance than it does in the existing income tax administration.^ 
The marital condition of the taxpayer is relatively easy to de- 
termine and the number of dependents is as easily determined as 
in the upper brackets. There might be a demand for some extra 
allowance made for the children over age who were receiving 
advanced education and living at home, but this would be merely 
a change in policy rather than a fundamental change in the ad^ 
ministrative difficulty of the tax. 

The question of the allowance for the medical expense of 
families is included, not because it is a common practice at the 
present time, as only one American state permits deductions of 
this nature,® but because it is believed that if the exemptions 
were to be lowered to any great degree there would be a very 
good chance that this allowance would be forced on the tax 
administrator whether he liked it or not. If this or similar 
allowances were to be granted, it would result in additional ad- 
ministrative work and expense. The difficulty of checking 
returns for this item would be considerable as there is no neces- 
sity of making a public record of medical services received, as 
there is of marriage or the birth of children. The possibility of 
extensive evasion would undoubtedly require that a more careful 
check be kept than for other items where the right to the deduc- 
tion may be proved with greater ease. Various administrative 
techniques might be used to prevent this from becoming a bur- 
densome feature of the income tax administration, such as the 
setting of an arbitrary limit to the total allowance that could 
be claimed. This would be, however, at the expense of equity. 

Refusal to make allowance for the deduction of medical ex- 
pense is, of course, another alternative. The percentage of the 
income involved in the lower brackets is, on the whole, larger 
than in the high and the resulting inequity of failure to make 
the proper allowance is therefore believed to be greater. It is 
not, however, a point that could be used against the adoption 
of the lower bracket income tax even if it were to be decided 
that the allowance were to be neglected. The present taxes on 
the small income make no allowance of any but the most negli- 

^This would not hold if there is collection at source. See page 142. 

® Minnesota. 
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gible sort for an expense of this type. Any relief that is ob- 
tained at this time is the result of the exemption from certain 
sales taxes of necessities and the failure of the excises to be 
placed on medical supplies. It may be concluded, therefore, that 
if this allowance is to be claimed as an advantage of the personal 
income tax in the lower income classes, it must also be acknow- 
ledged that the net result will be greater equity at the expense of 
an indefinite amount of additional administrative difficulty. 

The allowance now granted by the federal government to 
those who have ''earned'' income could be carried down to the 
lower brackets with no additional difficulty, as it is assumed that 
all incomes under $3,000 are "earned" under the present law. 
As the number that are not are relatively few, particularly in the 
lower brackets, no advantage would be gained by changing the 
existing practice. 

The allowance for the expenses necessary to the acquisition 
of income is a fundamental part of the personal income tax. 
The allowance of this type, however, is believed to raise some 
special problems in the taxation of personal incomes in the lower 
income classes. With the present high exemptions, the claims 
are usually for business expense and may be supported by refer- 
ence to records kept by the taxpayer. In the lower income 
brackets the claims of this type are almost certain to be made 
by the wage earner for the special tools and clothing that he 
needs in his particular trade or occupation. He is not apt to 
have any records or to be able to give a very accurate account 
of the exact amount that he has the right to claim as a deduction 
from the income tax. In proportion to the total number of tax- 
payers, it is likely also that in the lower brackets the number of 
claims to be settled will be greater than in the upper brackets 
where the salaried worker and executive may in many cases 
have no claims at all. If the administration seeks perfection, 
disputes as to the amount of claims are likely to plague it, as 
are the decisions about the items that are to be included and ex- 
cluded This would involve a great deal of expense of effort 
and it is extremely doubtful if the equal treatment of persons 
with similar claims could even then be achieved. 

In spite of the difficulties that this type of allowance raises, 
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a solution is possible and equity and administrative practicability 
can both be had at the same time. The practical solution seems 
to be in the setting of definite allowances to all men in each 
trade in which the nature of the work involved indicates the need 
for special allowance. Although there would be inequities in 
any given year, the granting of regular allowances would tend 
to even off the ups and downs of the expense over a fairly short 
period of time. 

In England this type of allowance has met with remarkable 
success. There is apparently little complaint since the trade al- 
lowance has been made, whereas before there was considerable 
objection on the grounds that the allowances that were settled in 
conference between the taxpayer and the local inspector were 
arbitrary and involved a considerable waste of time. At the 
time when the flat allowances were started, the following com- 
ment was made : 

These fiat-rate allowances have proved most satisfactory to all 
concerned. They are, however, exceptional, the procedure usually 
being for men to produce worn-out or spoiled clothes to the Sur- 
veyor and agree upon the cost of replacement. This method cannot 
but be the cause of great dissatisfaction and unequal treatment. It 
is also cumbersome and wasteful of time.® 

One important feature of the English system is the fact that 
it settles the allowance to be made m each trade with the union 
representing the workers in this trade. The result is that, in- 
stead of having to deal with the individual workmen, there are 
trade union representatives who will meet with the representa- 
tive of the Inland Revenue and agree as to the fair amount for 
each trade. In consulting with the Inland Revenue Principal 
Inspector in charge of this work, the writer was informed that 
there was seldom a dispute of any consequence on the grants 
that were allowed to the members of each union He stated 
that the representatives of the unions were reasonable and that 
although the sums involved were relatively large in many cases, 
it was always possible to arrive at a reasonable compromise. 

The lack in this country of well-organized trade unions with 


6 Carter, G. R., and Houghton, H. W., op. cit., pp. 30-42. 
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anything like the coverage they have in Great Britain would 
prevent the use of the most effective system of the British in the 
decision of the exact amount of the allowance in each broad 
classification. However, as the great advantage of this system 
is the fact that it tends to promote good feeling on the part of 
the workers because of their assurance of a fair allowance, 
there is no reason why the careful granting of the allowances 
by the government cannot be equally effective if the amounts are 
of a size that is in reasonable accord with the true expense in- 
volved, Failure to make reasonable flat rate allowances in any 
trade would undoubtedly cause much unnecessary irritation of 
the taxpayer and would tend to make the administration of the 
whole income tax more difficult. 

Although it may be concluded that the question of allowance 
for expenses necessary to the acquisition of income presents a 
formidable administrative problem, there is no reason why there 
cannot be a compromise along the lines suggested above and 
the major difficulties avoided. 

In the lowering of exemptions it was suggested that the limit 
be set at a level that was in conformity with the prevailing cost 
of some decent standard of living. Even if this is not con- 
sciously done, the lowering of the exemptions by any consider- 
able amount would result in the income tax impinging on the 
subsistence level. In either event there arises as a result a new 
administrative problem. This is the necessity of making adjust- 
ment for the changes in the cost of living and perhaps, in the 
long run, for changes in the standard of living of the country 
in question. Although there is always the hope that the cost of 
living will not fluctuate to any marked degree, this is a hope that 
is not to be relied upon in as uncertain times as these. 

The necessity for the exemption of a minimum income is a 
debatable issue, but if this is decided to be a wise course to fol- 
low it is then necessary to make an adjustment for any con- 
siderable change in the cost of living that may make the dollar 
allowance either too high or too low in terms of goods and 
services. Under the present policy of exempting all of certain 
classes of income well above the minimum, anything but a rather 
severe rise in the cost of living will not bring within the scope 
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of the income tax those who are not in receipt of the bare 
essentials of decent living. On the other hand, should the limit 
be set near the subsistence level, a slight rise would result in 
the inclusion of a large number of persons with less than was 
believed to be the amount necessary to provide for the minimum 
living standard and would probably result in a protest against 
the income tax that would become a serious matter to those who 
were in charge of the administration. If the price level should 
move in the other direction and the cost of living go down, the 
resulting failure to maintain the coverage that was contemplated 
when the limit was set would not necessarily be of such conse- 
quence but would result, of course, in the tax being less inclusive 
than had been the wish of the authorities who developed the 
program. 

The administrative effects of the adjustment for the changes 
in the cost of living must be considered. There is, in the first 
place, the problem of measuring the change in the cost of living 
for the country as a whole and possibly making allowance for 
variations from one part of the country to another. This would 
not be difficult at the present time as there is already set up the 
index of the Bureau of Labor Statistics that measures the 
change the cost of living of the lower income groups. The real 
problem is the effect of frequent change upon the ease with 
which the tax may be collected. 

In dealing with the large numbers of taxpayers that low 
exemptions would make taxable, the failure to maintain a fixed 
level of exemption has many disadvantages. If the present 
practice of self-assessment was continued, there would be a 
problem of keeping the taxpayer informed of the changes that 
were made from time to time. How difficult a problem this 
would be cannot be determined but the burden on the govern- 
ment would be greater than it is when it can rely on general 
knowledge of the exemptions that are continued over a period 
of several years. The employer would also be subject to addi- 
tional burdens if the present use of information at the source 
were to be continued or if collection at source were used. He 
is able at the present time to set up his records for the reporting 
of persons with wages or salaries above the exemption limit 
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with the expectation that these levels will remain in force over 
a considerable period of time. If there were changes in the 
level of the exemptions there would be the necessity of making 
a check of his wage records to be sure that he was reporting the 
proper employees under the new level. However, the additional 
burden is reduced by the fact that the employer has to report 
all wages paid for the old-age tax. 

The tendency for wages to lag behind price movements would 
also be of concern to the administration that believed it necessary 
to grant that there should be changes in the exemption level 
with changes in the cost of living. This would create special 
difficulties as there would probably be an increase in the number 
of taxpayers who were included under the income tax for only a 
year or two but not regularly enough to permit either the gov- 
ernment or the taxpayer to become adjusted to the settlement of 
the claim. For example, if the cost of living should fall and 
the exemption were to be lowered to make adjustment for this 
fact, there would be many workers who had not had their 
wages cut who might be included within the scope of the tax 
for the year and by the next year receive their cut and once 
more fall below the exemption limit. In the event of a rise in 
the cost of living there would of course be the opposite effect 
if the wage earner failed to get his increase in wages as soon as 
the change was made in the size of the exemption. Under these 
circumstances there would be a reduction in the number of per- 
sons included under the tax, and consequently a reduction in 
the administrative burden. However, regardless of the direc- 
tion of the change in the cost of living, there would be a 
tendency for the number of infrequent taxpayers to be increased, 
resulting in the increase in the difficulty of the administration 
of the tax in the lower brackets. 

Another difficulty with the necessity of frequent change in 
the level of the exemptions is that it is to be expected that the 
..-taxpayer would not fully understand the reason for the change. 
Although there would be little difficulty if the exemption was to 
be raised, the lowering of the level would probably result in 
protest on the part of the taxpayers whose money income had 
not changed and who found themselves paying an income tax 
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for the first time. The concept of a ‘Teal wage’' is difficult to 
understand and the use of an index based on what is believed 
to be a representative sample of the goods that the worker is 
buying is always bound to be unfair to some individuals or 
groups in the population^ 

Here is a clear case where the desire to increase the equity 
of the tax system will lead to an increase in administrative diffi- 
culty. Compromise is probably necessary in the decision of the 
frequency with which the adjustment is made. One possible 
way to prevent too frequent change in the exemption level would 
be to modify the exemptions only when the change in the cost 
of living* amounted more than a certain percentage, let us 
say 5 or 10 per cent. The effect of a change in the price level 
on the income tax is, however, of such importance that careful 
consideration should be given to proposals which would prevent 
haphazard changes in the incidence of the true burden. 

The determination of net taxable income of persons in the 
lower brackets raises several additional problems. Equity re- 
quires that there be equal treatment of all persons with equal 
incomes and equal responsibilities. What are the administra- 
tive limitations or special difficulties arising at this point? 

To assure equality, money income received during a fiscal 
period cannot be the sole measure of taxable capacity. The 
farmer receiving an income of $500 in cash may be as well off 
as the factory worker who receives an income of $1,000 if the 
farmer is able to produce farm stuffs worth $500 for his own 
use. If there is to be equal treatment of the farmer and the 
factory worker, this income in kind that the farmer enjoys 
should be included in his taxable income. To determine the 
value of this type of income is, however, most difficult. At the 
present time no attempt is made in this country to tax most of 
this income not realized in cash, but the issue is not of as great 
importance with the present level of exemptions as it would be 
if the exemptions were to be lowered by any considerable 

’'The experience after the World War, when there were many wage 
adjustments on the basis of changes in the price level, indicated that the 
workers generally protested the lowering of wages in proportion to the fall 
in prices after 1920. (See Douglas, Dorothy W., “Cost of Living,^’ Encyclo- 
pedia of the Social Sciences, Vol IV, New York, 1931, pp. 478-483.) 
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amount. This is true as there are few farmers, factory workers, 
domestic workers, or farm laborers who receive a large part of 
the non-cash income who are subject to income tax with the 
present high exemptions. 

Although the problem of the income which is realized in some 
other form than cash raises special difficulties, the determination 
of even the cash income would be more difficult in the lower 
brackets than with the higher exemption now in use. The 
farmer, the construction worker, or the migratory worker is 
likely to keep very poor records of the total cash income over 
a period as long as a year. Even granting that the intentions 
of this type of worker were of the best, tc?- present him with an 
income tax blank and tell him to record the total income for 
the year would not be likely to produce very consistent results.® 
For all of the poorer paid workers but those regularly engaged 
in the large industrial plant where the records of the employer 

8 In Kansas, where the exemptions are lower than the average ($750, 
$1,500, and $200), and the percentage of the population engaged in agricul- 
ture relatively high, this problem has apparently become acute In a letter 
to the writer, written in May 1937, Ellis D. Bever, Director of the Income 
Tax Department of the State Tax Commission, made the following state- 
ment: ‘There has been little difficulty in enforcement of the Kansas law as 
applied to individuals who receive salaries, wages, commissions, or other 
forms of compensation, which are reported by the employers It is almost 
impossible of administration as applied to small merchants, farmers, and other 
individuals who have kept no records in the past and whose income is so 
small as to make cost of collection almost prohibitive where the tax involved 
at the one per cent rate provided in the first bracket of the Kansas law would 
produce $10.00, or less, for each year.” 

In South Carolina, a state with slightly higher exemptions ($1,000, 
$1,800, and $200), W R. Bradley, Director, Income Tax Division, South 
Carolina Tax Commission, wrote to the author in 1937 in the following vein . 
'The State has met with very little opposition from the adoption of the policy 
of low exemptions. The greatest difficulty has been experienced from appris- 
ing the taxpayers of their devoirs in this regard The lower the exemptions 
go the less informed is the class taken in thereby.” 

In Wisconsin where single persons with $800 and married with $1,600 
file^ returns, it is believed , “It is probable that there is some under-reporting 
of income. Income tax returns are made after the close . . . many of them 
75 days after the close ... of the income year, and without adequate book- 
keeping, the financial transactions of the preceding year are hard to recon- 
struct. This is more true in the case of farmers and small business men than 
in the case of wage earners Nevertheless, the latter group, unless they have 
regular work on a salary basis, may conceivably have difficulty Minor 
sources of income, received at irregular and infrequent intervals, may also 
escape reporting.” [Wisconsin Tax Commission, Wisconsin Individual In- 
come Tax Statistics. 1936 Income, Vol II, Mimeograph, no date (1939-?), 
PP 4-5] 
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are rather complete, there would be no way of checking the 
income reported. The lack of the possibility of any check at 
all would probably result in the development of a special prob- 
lem of evasion that would end by having the effect of placing a 
relatively heavy burden on the honesty of the citizen who re- 
ported his income in full, and upon the worker in an establish- 
ment where the employer was able to make returns to the tax 
authorities of the wages paid ^ In the higher brackets, if all 
else fails there is always the possibility of checking the bank 
deposits of the person believed to be evading the income tax 
As the percentage of the poorer classes that have anything more 
than a savings account is small, there is not even this possible 
check to be relied upon 

One way to avoid this particular problem seems to be the use 
of a system requiring the regular deduction of some amount 
toward the tax when the cash is paid to the worker. The prob- 
lem of the farmer-owner and the small business man would still 
remain, but it might be solved by the requirement that they all 
keep accounts for the purpose of income tax regardless of past 
liability to the tax. This type of requirement might be of ad- 
vantage and prove popular, as one need of many farmers is 
the maintenance of an adequate set of records that could be 
used to indicate profits or losses. 

The practice of deduction at the source would prevent a large 
amount of evasion and lessen the difficulty of determining the 
true cash income for the year. However, there still would be 

® L D. Shellworth, Director of the Department of Income Tax, State of 
Idaho, stresses this point in a letter to the author. “Experience has shown 
that particularly low personal exemptions tend to create more evasion al- 
though a large percentage of these evasions are caused by ignorance rather 
than intentional disregard of the Law, also a large percentage of individuals 
in the extremely low income class are apt to be unstable as to their place of 
employment and residence. This creates a serious problem in determining 
the amount of income received by the individuals, as well as his place of 
residence, which naturally increases the cost of collection from these indi- 
viduals ” 

William H. Stauffer, Economist of the Department of Taxation of 
Virginia, is also concerned about this problem. He suggests in a letter to 
the author that “In the case of independent enterprisers such as professional 
men, farmers, and small merchants, there is undoubtedly more opportunity 
for evasion in the preparation of interrogatories than in instances where 
adequate records are kept and where the administrative authority can look 
to other sources for information as to the income received by the taxpayer.” 
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administrative problems if full recognition were to be made for 
the individual differences in each case. The greatest of these is 
the problem that would arise in the refunding of tax paid in 
excess of the final liability as determined at the end of the period. 
Consideration of the use of collection at the source will be made 
more fully later. 

Of the problems that arise in connection with the considera- 
tion of the administrative practicability of the assurance of an 
equitable income tax in the lower brackets, the most difficult is 
believed to be the problem of assuring the full taxation of all 
persons with equal real incomes. The allowance of the proper 
deductions for differences in responsibilities is relatively easy 
but the problem of the bringing to full account the farmer, 
domestic and farm servants, the worker in other than the well- 
organized plant with full wage records, and others of this type 
is a most serious one. As the percentage of the workers em- 
ployed in the larger establishment has increased in the last 
twenty or thirty years, this would seem to make it easier to con- 
template the lowering of the income tax exemptions than it was 
some time ago, but the number of workers in the occupations or 
positions that would create special difficulties are still large. 

One special problem that arises with the inclusion of the wage 
earner and other more poorly paid workers under the income tax 
is the frequency with which they shall be required to discharge 
their tax liability. The greater the frequency of payment, other 
things being equal, the greater the administrative problem. 
There is also the problem of the lag that will be maintained be- 
tween the time of the receipt of the income and the discharge of 
the liability. 

Lord Stamp has given a great deal of thought to this ques- 
tion and has written in the following vein : 

We are so used to considering income by the year that it seems 
to be almost an ordinance of nature. Yet vast numbers think only 
of their weekly wage, and could not readily say what their yearly 
income is. Those who think in terms of annual income plan their 
expenditures very much upon a yearly basis, without special regard 
to monthly fluctuations due to holidays, or the winter coal or light. 
Their ability to pay an annual tax can clearly be measured in the 
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same way. But the weekly wage-earner's outlook is much more 
limited — ^he may be relatively prosperous and relatively depressed 
within a short space of time, owing to an alternation of overtime 
with short time; his tenancy is weekly; he has relatively little power 
of “carrying over " His ability cannot be held in suspense. Often 
his only means of looking well ahead is that provided by coal clubs, 
holiday clubs, and the like. His “ability” to pay taxation must be 
measured by a shorter term. That is why some people who favor a 
graduated deduction from wages by a stamp system, instead of an 
income tax, regard the annual income as quite incongruous for the 
conditions to be met. By the time the money comes to be paid, the 
facts of the moment are quite out of accord with it, whereas deduc- 
tion must always ^exactly fit the ability. The quarterly methods 
actually adopted in this country are some recognition of the principle 
involved.^^ 

The extensive use of the instalment plan of selling goods of 
any considerable value in the United States and the practice of 
the insurance companies selling small policies to the wage earner 
with weekly or monthly collection of the premiums are evidences 
of the necessity of recognizing the need for frequent collection 
of the income tax, should it be broadened to include the same 
type of worker and were the rates at the bottom of the scale 
sufficiently high to require more than a nominal payment to 
discharge the tax liability. The lower the exemptions, the more 
pressing this problem will become. 

Dalton also believes that this problem is one that will become 
troublesome should the exemptions be materially lowered. He 
writes, 

An income tax on small incomes from wages must either be paid 
in one or two annual payments, which inflict great hardship on the 
taxpayer and are difficult to assess owing to weekly variation iti 
wages, or in a larger number of instalments during the year, an 
arrangement which greatly increases the cost and trouble of col- 
lection, while not altogether avoiding the difficulty of wage varia- 
tions.^^ 

10 Stamp, J. C., The Fundamental Principles of Taxation, London, 1936, 
pp. 27-28. 

Dalton, Hugh, op. ctt., p. 156. 
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The way in which this problem is met in England and other 
possible means of administering the tax to avoid the difficulties 
noted above will be considered in the discussion below. 

Cost of Collection. — The administrative cost of an income 
tax on small incomes is a fact that is of primary importance 
Adam Smith was practical enough to realize that the just tax 
system should be, not only one that was equitable but one that 
was also so efficient that the cost of administration did not, in 
effect, impose a large additional tax. He objected to taxes that 
“may require a great number of officers, whose salaries may eat 
up the greater part of the produce of the tax, and whose pre- 
requisites may impose another additional tax upon the peo- 
ple.” 

The soundness of this principle is generally admitted. It is 
still true that the primary purpose of taxation is to collect rev- 
enue. If a disproportionally large part of the revenue collected 
is consumed in the process of collection, the tax may be severely 
criticized even though it is the most equitable tax in the system 
It is even possible that the gain in equity would be cancelled by 
the fact that the high cost of administration required such a 
high tax rate to produce any net revenue that the rather dubious 
achievement of requiring all persons to pay at least as much as 
the group formerly discriminated against would be the limit of 
the gain. Although it is not possible to weigh precisely the ad- 
vantage of greater equity against the disadvantage of increased 
cost, the cost factor must always be included when evaluating 
the tax system as a whole. 

The importance of the cost of administration of a tax or a 
tax system suggests that there should be available data for the 
purpose of making comparisons of the different types of taxes 
or tax systems. This necessary material is, however, available 
in only the most fragmentary form. In this country the federal 
government makes available figures of the total cost of the ad- 
ministration of the department of internal revenue which is the 
admin istrative agency for the income tax, the excise taxes, the 

“ The Wealth of Nations, op ctt, Vol. II, Book V, Ch. II, Part II, 
P* 3^ 
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estate tax, the social security taxes, and excess profits taxes. 
No assistance may be obtained from this source as to the rela- 
tive cost of the administration of the different types of taxes. 
The state governments are slightly better in this respect but 
there is a real lack of the type of figures that would be useful 
in this problem. A recent study of the costs of administering 
state and local taxes resulted in the following conclusion : 

It may be evident from these few examples — and they could be 
multiplied — ^that thruout the entire field of state taxation the avail- 
able cost of collection data are very incomplete. In addition, they in 
general fall short of the degree of reliability required of data that 
are to be used as a basis for any significant conclusions.^® 

The limited number of available estimates of the cost of the 
administration of the personal income tax are stated in such a 
manner that it is practically impossible to obtain an estimate 
of the difference in this type of cost in the low brackets and in 
the high. Although it is sufficient for the ordinary uses of these 
data to know the percentage of revenue for a single tax, with 
the use of the progressive rates and the granting of the exemp- 
tions under the personal income tax there is need for some 
measure of the cost per return at different income levels. If it 
is found that percentage of the total revenue collected under an 
income tax that was required for the administration of the tax 
was 5 per cent, this does not reveal much about the cost of col- 
lecting the tax from the lowest income classes as compared with 
the highest. 

In an effort to obtain some useful information, the writer 
communicated with the administrative officials of all of the 
states with personal exemptions below those in use by the federal 
government, asking them if they had any data on the relative 
cost of the collection of the part of the income tax obtained from 
the taxpayers at and slightly above the exemption limit. The 
response was notable for the lack of any definite replies. 
Although this was not unexpected, it would seem that there is a 
place for some intensive study of this particular problem in the 

Reynolds, T. J., *^Cost of Administering the Various State and Local 
Taxes,” Studies in Current sfax Problems, pp. 107-140. 
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states that believe for one reason or another that it is worth 
while including the small man within the scope of the tax. It 
would require that an elaborate system of accounts be main- 
tained to separate the costs for the one part of the tax from the 
others. The proper share of the overhead of the tax department 
would have to be allocated to the lower bracket income tax as 
would be the proper part of the time spent by officials whose 
duties included something other than the particular part of the 
income tax which is of concern to the study. 

Another difficulty with the use of the usual cost-as-a-percent- 
age-of-the-total-revenue figures is the fact that the rates in force, 
and the place where the line between the sroall and the large in- 
come is drawn, will make a real difference in the answer ob- 
tained. For example, if the cost per return is the same in two 
states, the cost-as-a-percentage-of -total-revenue will be high if 
the income tax rates are low, and relatively low if the rates are 
high.^^ In either case the cost will represent a larger percentage 
of the total revenue at the margins, where the tax collected is 
only a nominal amount. 

From this fact it may be concluded that with the present dis- 
tribution of the national income, unless the cost per return is 
lower in the low income classes than in the high, the cost-as-a- 
percentage-of-revenue will for the whole income tax be increased 
by the lowering of the exemption limit. This will be the result 
as the number of marginal returns with small tax liability will 
be greatly increased as the exemptions are lowered. The dis- 
tribution of the national income is such that the lower the limit 
is set, the greater the increase in number of taxable returns, and 
therefore marginal returns, per $ioo reduction. Whereas the 
number of additional returns that would result from the reduc- 
tion of the married exemption from $2,500 to $2,400 might be, 
let us say for purely illustrative purposes, 500,000, the reduction 
from $2,400 to $2,300 would be expected to result in the in- 
crease in the number of returns of possibly 1,000,000. 

In spite of all these difficulties the idea of the cost of adminis- 


It is possible that an unusually high rate on the lower brackets would 
result in ext^sive evasion and reduce revenues and increase costs. However 
under normal conditions the generalization is believed to hold. 
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tration of the direct tax on small income has real meaning and 
is an important factor in determination of the desirability of this 
tax. Although there are only meager data available, they pro- 
vide some useful information. 

One of the most suggestive sources of information on the 
cost of the administration of the personal income tax in the 
lower brackets is to be found in the experience of the State of 
Utah which has recently tried different policies of dealing with 
these incomes. The state adopted the personal income tax in 
the year 1931 and obtained its first returns in the fiscal year 
1932. One of the features of the new tax was the requirement 
that all persons except the ''infirm, idiotic, insane or indigent’' 
should file a return with a fee of one dollar in each case whether 
the income was taxable or not. The report of the state tax com- 
mission for the fiscal years 1933-34, after the tax had been in 
effect sufficiently long for the necessary administrative machin- 
ery to be set up and some conclusions as to the functioning of 
the tax in Utah to be reached, contains the opinion of the com- 
mission as to the practicability of this measure. It is believed to 
be worth quoting in full. 

The enforcement of the requirement for practically every indi- 
vidual over the age of 21 years to file an income tax return and pay 
a filing fee of $1.00 presents some serious administrative difficulties. 
Even under normal conditions when a generally favorable attitude 
on the part of the public might be expected the cost of preparing, 
mailing and checking would take a fairly large part of each dollar 
received. Under the conditions of the past two years the cost is 
materially increased because of resentment against this requirement 
by such a large proportion of those who are required to file returns 
and pay the filing fee. Thousands of people who are unemployed 
fail to file returns or to make any explanation It is necessary for 
the Commission to list such persons as delinquents and to treat them 
as such. In these cases it sometimes happens that the Commission 
spends more than a dollar on an individual in looking him up and 
requiring him to file a return, only to find that he is indigent and 
therefore unable to pay anything. This process is a very expensive 
one and is one of the reasons for the high cost of administering 
the income tax act. 

This brings up another administrative difficulty which is under- 
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mining the enforcement of the act and is increasing the difficulties 
each year. The law provides that the Commission may abate the 
filing fee in cases where, in the opinion of the Commission, such 
abatement is justified Without a doubt there are many thousands 
of cases where an abatement of the filing fee has been proper and 
the Commission has abated the fee in every case where the facts 
which were presented to it justified. The difficulty arises from the 
fact that some people do make dishonest claims for remission and 
the Commission has not had sufficient funds to investigate each 
claim. As a result, a premium is placed upon dishonesty and en- 
forcement of the act has become more difficult each year. Each year 
more people are learning that the Commission cannot make an ade- 
quate investigation of claims for remission. 

It is our opinion that the provision for the universal filing of 
returns, together with the payment of $i oo with each return, should 
either be enforced adequately or it should be repealed. To enforce 
the act properly under the present circumstances would require a 
great deal more funds than have been appropriated to the Com- 
mission for this purpose, and unless the Legislature can provide 
adequate revenue for proper enforcement, we seriously recommend 
that the law be repealed.^® 

In a later passage the Commission makes the following addi- 
tional statement with respect to the taxation of the small income : 

If it is proposed to reduce the exemptions, care should be taken 
to prevent the reduction to an extent that the law will compel the 
filing of returns and the payment of taxes in such small amounts 
that the expense of handling and the difficulty of collections will be 
nearly as great as the expense at present with the provision of uni- 
versal filing. We can say without hesitation that if the exemption 
to a single individual of but $50000 is permitted there will be 
thousands of returns filed upon which the tax cannot be collected.^® 

The cost of the administration of the income tax was ex- 
tremely high at this time, amounting to 34 per cent of the total 
revenue from this source in the fiscal year 1933, and approxi- 
mately 30 per cent in the fiscal year 1934 Unfortunately, there 
was in effect at the same time the provision that the property 

Second Biennial Report of the State Tax Commission of Utah for the 
Years I933-S4> PP- 3^39- 
Ibid. 
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tax could be used as an offset against the income tax up to one- 
third of the income tax payable. This undoubtedly is a factor 
in the unusually high administrative costs expressed as a per- 
centage of net revenue. However, the conclusions of the Com- 
mission are still impressive. 

The difficulties experienced by the Utah Commission in ad- 
ministering a filing fee suggest that if a personal income tax 
with full allowance for the status of each individual were to be 
used under similar circumstances, the cost would become pro- 
hibitive and the problem of evasion one that would be insoluble. 
The extensiveness of evasion under the filing fee is not stated 
by the commission Ijpt the report quoted above indicates that it 
had become so common that there was danger of the whole in- 
come tax system breaking down. There is also the suggestion 
that had the commission tried to enforce the filing fee to insure 
the complete return of all persons required by law to pay the 
fee, the costs would have risen well above 30 per cent. 

The Legislature in 1935 acted on the recommendations of 
the commission and repealed the filing fee and also the property 
tax offset The first returns made under this new law, which 
also raised the rates of the income tax and lowered the exemp- 
tions, were for the fiscal year 1936. Immediate reduction in the 
cost of collection of the income tax was the result of this action. 
In contrast to the 30 per cent figure for the tax with the property 
tax offset and the filing fee, the figure for the year 1936 was 8 
per cent.^'^ Unfortunately for the purposes of this study, the 
Legislature did too much at one time. The significance of the 
new lower figure for the cost of administration of the income 
tax is lessened by the fact that there was the cost-reducing and 
revenue-increasing repeal of the property tax offset, the revenue- 
increasing rise in the rate schedule, the cost-increasing reduction 
in the level of the exemptions, as well as the repeal of the filing 
fee. Out of this mass of legislation there can be no very clear- 
cut inforniation as to the exact effect of the repeal of the filing 
fee. It is believed, however, to be an important reason for the 

Third Biennial Report of the State Tax Commission of Utah for the 
Years 1935-3^^ P- 184 . 
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sharp reduction in the cost figured® There are no data available 
as to the rigidity with which the Commission is enforcing the 
new lower exemptions which are at the point where the single 
man with an income of $600 or more is liable to the personal 
income tax. The question is raised because this is dangerously 
close to the exemption of $500 which the Commission said that 
it could not enforce.^® 

A similar measure was tried in Delaware and although the 
reports of the success of the administration are conflicting, it is 
interesting to note that it was repealed after a six-year trial 
period. From 1921 to 1927 the state income tax law required all 
residents 21 years of age or over, everyon^ under 21 receiving 
a net income of $1,000 or over, and fiduciaries to pay an income 
tax filing fee of $3.00 In 1923 the law was amended “to ex- 
empt persons from making a tax return of paying a tax upon 
presentation of evidence that they were wholly dependent upon 
the state or upon other individuals for support.” 

- Members of the income tax administration considered the 
trial of the filing fee a success and of material assistance in the 

18 Inquiry from the Commission brought forth the following response: 

“While probably the mam reason for reduced administrative costs has 
been the elimination of universal filing and the filing fee, I feel that the basic 
changes in the provisions of the Act and improved efficiency of the Com- 
mission are also largely responsible ” (Letter written to the author by V. H. 
Coombs, State Tax Commission, May 12, 1937 ) 

i®W. M. Bates of the Collection Department of the State Tax Com- 
mission answered an inquiry on this point as follows “Our experience in 
administering the collection provisions of the income tax law since the per- 
sonal exemption for a single individual was reduced to $60000, indicates 
that the prediction of the Commission somewhat over-estimated the diffi- 
culties which would be encountered if the exemption to a single individual 
of but $50000 or more was permitted, due to the fact that we have had 
comparatively few cases of outright evasion and cases where the individual 
was unable to pay the tax which had accrued against him. It is just 
possible, however, that our difficulties in this respect would have been greatly 
increased if the exemption to a single individual had been $10000 less, for 
the reason that many of these individuals would be in the unemployed or 
part-time employment class We found, under the old law which required 
the $1.00 filing fee with each return, that quite a number of single individuals 
with incomes of $500 00 were actually unable to pay the filing fee when the 
same became due and consequently found it necessary to ask for remission of 
this fee. This was also true of married persons with incomes of $100000’^ 
(Letter written to the author on June 2, 1937.) 

20 National Industrial Conference Board, Inc, State Income Taxes, Vol. I, 
New York, 1930, pp. 52 “ 53 * 
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collection of the regular personal income tax.^^ They have also 
indicated that it was repealed as a result of political reaction and 
against the wishes of the administration. The State Tax Com- 
missioner estimated the cost of collection of each $3.00 fee at 
10 cents and stated that the penalty imposed was more than 
enough to cover the cost of collection of delinquent returns.^^ 
He also estimated that the tax status of 87 per cent of the popu- 
lation 21 years of age or over had been accounted for by means 
of the filing fee requirement.^^ 

In another study made at the time the filing fee was about to 
be repealed, the National Industrial Conference Board presented 
a much less favorable picture. They held that there had been 
many delinquencies ahd that the only means of enforcing collec- 
tion was through the magistrates’ courts which charged an 
average of $2.20 ‘"costs” to collect a $3.00 fee. They also be- 
lieved that an insufficient tax-collecting force had hindered col- 
lection.^^ 

Although in the first years that the filing fee was imposed it 
was nearly as good a revenue producer as the personal income 
tax, in the last two years before its repeal the returns from the 
regular income tax increased at such a rate that the filing fee 
became relatively much less important. 

The sudden increase in the yield of the personal income tax 
as indicated in Table IV is believed to be explained by the trans- 
fer of the administration of the tax from the State Treasurer to 
the School Tax Commissioner in 1925.^^ It is also of interest to 
note that the School Tax Commissioner found it necessary for 
the enforcement of the income tax law “to spend more money 
than was appropriated for that purpose, consequently he ex- 
pended $64,593.00 of his own funds.” Another reason for 
the great increase in the yield of the tax was the increase in the 
number of very large returns. In 1926' there were 26 returns 

pp. 5 ^ 53 - 

22 Ibid,, p. 52. 

23 Ibid., p. S3. 

24 National Industrial Conference Board, Inc., The Fiscal Problem in 
Delaware, New York, 1927, p. 76. 

^^Ibid., p. 55- 

26 Daugherty, M. M., Studies in Taxation, Financing Education in Dela- 
ware, Newark, Delaware, 1932, p. 44. 
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Table IV. Yield of the Filing Fee and the Net Income Tax in 
THE State of Delaware for the Years 1922-1929 * 


Year® 

Net Filing Fee 
Collections^ 

Net Income Tax 
Collections^ 

1922 

272,229.00 

286,492 50 

1923 I 

234 . 399-00 

381,411.04 

1924 

246,120.00 

421,809.65 

1925 

280,560.00 

583,153 75 

1926 

309,824 60 

1,034,331 96 

1927 

306,637.07 

1,377,207.06 

1928 

33,602.66 

1,611,149.84 

#929 

17,706.68 

2,272,375 43 


* Source. Report Delaware State Tax Commissioner ^ IQSQ. 

® Year of collection — based on the liability of the previous year. 

^ The net figure represents total collections in the year due plus delinquent payments, 
less refunds 


of $250,000.00 and over, paying $564,206.54 total tax. In 1928 
there were 42 returns of $250,000 00 and over, paying a total 
of $1,032,831.34.^^ 

Lack of more complete information and the rather unusual 
administrative set up in Delaware make an appraisal of the ex- 
perience difficult. Although it is the opinion of the administra- 
tion that the fee was useful in the collection of the income tax, 
it is possible that an expenditure of an equal amount on the 
administrative machinery would have been productive of the 
same amount of revenue with less inequity. 

Although there is not the detailed information available and 
the laws are not comparable, the experience in West Virginia 
seems to support the conclusion reached after consideration of 
the Utah experiment. H. Isaiah Smith, Director of the Budget 
and formerly in charge of the administration of the income tax, 
writes as follows concerning the success of a gross income tax 
and later an income tax with low exemptions as used in that 
state : 


The gross personal income *tax provided for an annual exemption 
of $600.00 for single persons, $130000 for married persons and 
$200.00 for each dependent. This, we found to be very unsatis- 


27 Ibidn, p. 33* 
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factory. The law was chang-ed m 1935, and under provision of the 
Act the tax was to be collected on the basis of net income with a 
personal exemption of $600 00 for single persons, $1300 00 for 
married persons and $200 00 for each dependent I found that these 
two Acts, with reference to the lower income classes, were unsatis- 
factory in view of the fact that the amount of the tax collected on 
each return was small and hundreds of cases did not even provide a 
sufficient amount for administrative purposes. 

In 1937 the law was changed again and the exemptions raised 
to $1,000 for single persons, $2,000 for married persons, and 
$400 for each dependent, and a graduated rate applied tp the 
net taxable income. Mr. Smith reports that the new law is 
fairly satisfactory altliough he believes that the net income tax 
is difficult for a state to administer and, if any substantial 
amount of revenue is to be realized, the rates must be necessarily 
fairly high. 

Other comparisons of the practice of the different states are 
not of any real significance. Either the data are too fragmen- 
tary or the policy pursued by the state has been so consistent that 
there is no possibility of making a useful study of the changes 
that have taken place in recent years. The possibility of com- 
paring the costs of collection of the personal income tax in the 
states with different levels of exemption was considered, but it 
was concluded that the results were apt to be misleading rather 
than helpful. This is the case because the conditions in the dif- 
ferent state administrations and in the type of taxpayer in the 
state can vary to such a degree that isolation of the influence of 
the low exemption could not be hoped for. 

The difficulty in arriving at an estimate of the true cost of 
collection of the direct tax on small incomes is not confined to 
this country. In England where the lower exemptions have 
made this point a more pressing issue than in this country, there 
have been numerous estimates of the cost, but the wide discrep- 
ancies between the figures arrived at by different groups leaves 
the issue as vague as before. Thus it is found that Lloyd George 
had estimated that in 1919 the cost of collection of the tax on 
'‘small shopkeepers and the men who do odd jobs of all kinds’" 
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is as high as 70 per cent of the total revenue collected.^® 
Another member of Parliament estimated that the cost of col- 
lection of the tax on the incomes just above the exemption limit 
was “at least more than half the amount collected.” At the 
same time the Board of Inland Revenue estimated that the cost 
of collecting the income tax from persons with incomes of less 
than £250 was per cent.®* 

More recent estimates are found to be equally lacking in 
agreement. In 1920-21 the cost of collection of the tax from 
weekly wage earners was estimated to be 16 per cent of the yield 
and in 1928 it was estimated by Mr. Churchill that the cost had 
risen to about 33 per cent of the yield.®^ ^ 

It was hoped that direct inquiry from the Board of Inland 
Revenue would be more fruitful. Unfortunately, this was of 
little avail. The writer was informed that the statistical records 
of the income tax were not in a form that would permit any 
exact estimate to be made and that there was no prospect that 
this would be worked out in the near future. Although the tax 
on the weekly wage earner is assessed in a different schedule 
than the other parts of the income tax, it is assessed by the same 
inspectors’ office and there is no effort made to isolate the ex- 
penditure for the weekly wage earner’s tax from the rest. 
Although there was no official estimate of the cost of collection 
of this part of the tax, the statistical staff of the Board and the 
member of the Board in charge of the statistical work were 
agreed that the costs were large in proportion to the amount of 
revenue collected. The impression left with the author was that 
the administration did not consider the gross gain in revenue 
from the lower brackets to be of much significance in relation to 
the total revenue from the income tax and surtax and that, as 
a consequence, the costs of collection of this part of the revenue, 
whether large or small, were not to be bothered with. This 
neutral attitude toward an issue that would seem to be of greater 

Comstock, Alzada, “British Income Tax Reform,” The American Eco- 
nomic Review, Vol. X, No. 3, September 1920, pp. 488-506. 

Qarles EdwSrds, M. P., ibid., p. 493. 

Minutes of Evidence of the Royal Commission on the Income Tax, 
Cmd 288, Appendix No. 8, p. 73. 

Dalton, Hugh, op. cit., note, p. 157. 
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importance may be explained in part by the fact that many mem- 
bers of the staff seem to have little concern with the question 
of the determination of the best policy to be followed, regarding 
themselves as the servants of Parliament to do the best that they 
can with the administration of the tax that is desired by the 
representatives of the people. Good administration seems to be 
the sole concern of these civil servants who are able to find a 
real life work in the service of the Board of Inland Revenue. 

It may be concluded that, as far as it is possible to determine, 
the cost of collection of the personal income tax increases as the 
exemptions are lowered, but the amount of increase is dependent 
not only on the size of the exemption but also on the type of 
community, the rates'^in force, the quality of the administrative 
organization, business conditions, and so forth. The common 
measure of cost is unsuited for the purpose of comparisons of a 
simple nature. It would be desirable for the administrators to 
develop to the extent that it is possible the data on the cost-per- 
return as well as the more common cost-as-a-percentage-of- 
revenue measure. Knowledge that the costs of the collection of 
the income tax in the lower brackets are high is not a decisive 
factor by itself. However, unless there are other very cogent 
reasons for the use of the income tax, the high cost is to be 
considered a definite and perhaps compelling objection to the 
extensive development of the direct tax on small incomes. Cer- 
tainly, until there are better data available than is the case at 
the present time, there is much to be said for a moderate reduc- 
tion in the amount of the exemptions rather than a sharp cut 
that might raise costs to such a level that the more reasonable 
policy would be descredited. 

Collection at the Source. — It has been suggested above that 
there are unique administrative problems and special difficulties 
to be faced in connection with the direct taxation of the small 
income. These difficulties may be thought of as being of two 
main types. One is the difficulty with which the individual tax- 
payer is able to meet a tax liability that is assessed infrequently. 
The second is the difficulty and costliness of the collection of a 
direct tax from millions of small taxpayers in employments 
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where there are weekly wages paid on an irregular basis de- 
pending on employment conditions. This state of affairs has led 
to the suggestion that a different type of collection technique is 
required in the lower brackets. Most frequently the suggestion 
has been that the adoption of a collection at the source technique 
would avoid many of the special difficulties.®^ The advantages 
and disadvantages of this type of administration must therefore 
be considered if conclusions as to the practicability of the lower 
bracket income tax are to be reached. 

The possibility of the use of a gross or flat-rate tax collected 
at the source will not be considered. Although there are pro- 
posals that this is the only way there can be any effective direct 
taxation of the lower bracket income, it is so far removed from 
the present type of refined income tax that it is not believed to 
be sufficiently closely related to the true income tax to warrant 
its inclusion in this study.®® 

The advantages of the use of collection at the source are 
many. First, the difficulties which the wage earner finds in pay- 
ing the lump sum tax under the usual type of tax can be avoided. 
Even though the income tax is payable quarterly, if the rates are 
substantial the worker will find it difficult to pay. If there are 
shorter periods between the time of assessment and collection of 
the full amount, the worker is in an even worse position. 

The proponents of the use of the source method of collection 
differ as to the exact technique to be used, but it is the general 
\belief that any type of source collection will be to the advantage 
/ of the taxpayer. The usual scheme is to have the employer de- 
duct the tax from the wage that would normally be paid. If 


82 The following statement is typical: 

“A withholding levy on taxable salaries up to $S,ooo will be proposed to a 
House tax sub-committee by Chairman Vinson, Dem of Ky., as a means of 
simplifying the revenue system. 

“The plan would eliminate the requirement that small taxpayers file in- 
come tax returns. Instead, their employers could hold back part of their 
earnings, as is done now with social security assessments, and pay the 
money to the Government as taxes 

“A withholding tax would be almost imperative, this official (Treasury) 
said, should the United States ever find it necessary to lower the tax base 
or reduce exemptions.” (New York Times, September 23, 1937 ) 

38 The successful administration of the social security old-age taxes 
indicates that in the covered employments there are no special difficulties. 
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the wages are paid weekly, the tax will be deducted weekly; 
if the wage is paid monthly, the tax is to be deducted monthly; 
and so on. In this way the employee will never have to bother 
with building up a savings account to meet the tax when it falls 
due and can budget on the basis of the pay envelope as he did 
before the tax was imposed. It is also claimed by some that not 
only does this avoid the difficulties of the infrequent payment 
that must be anticipated by the poorer taxpayer but that it has 
the advantage of the indirect tax that has made it such an im- 
portant source of revenue, that is, the ability to raise large sums 
with the minimum of feeling of hurt on the part of the tax- 
payer. Although this argument is directly opposed to the idea 
that the income tax Should be used for the development of tax 
consciousness, it may of course still carry great weight with the 
financier concerned with the problem of obtaining the greatest 
amount of revenue with the least difficulty. 

The second great advantage claimed for the source method of 
collection is that this is the only possible way to assure that the 
cost of collection of the income tax from the wage earner is not 
prohibitive and at the same time be sure that there is not ex- 
tensive evasion of the tax. If the employer can be made to 
assume a part of the costs, the government naturally will stand 
to benefit. The check that this type of collection gives is also 
believed to result in saving by preventing the administrative cost 
of following up the wage earners who are believed to be evading 
the tax. 

Although there is little doubt that the use of the collection at 
the source method will result in saving, and less evasion if the 
tax is assessed at a flat rate with no allowances for the individual 
differences of the taxpayers — in other words, if it is a wages tax 

The following comment is made in an article on the use of collection at 
the source in South Australia: “The scheme is still in its infancy, but 
the general feeling in South Australia is one of satisfaction, on the part of 
both the Government and the taxpayers. It suits the majority of taxpayers, 
who find a difficulty in paying the heavy tax in one lump sum at 30 days^ 
notice, which owing to the frailty of human nature, always seems far too 
short. To put it briefly, the method has given our most important direct tax, 
the feature that has always made indirect taxes so dear to the hearts of 
financiers* the feature of causing the minimum of ‘feeling of hurt* to the 
victim.** (Hytten, T., “Collecting Income Tax at the Source** The Eco- 
nomic Record, Vol. VIII, No. 15, December 1932, pp, 278-281.) 
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comparable to the present social security tax in this country — 
it is of doubtful value on the economy side if there is to be full 
allowance for the individuals’ standing from all points of view. 
Although it would make evasion more difficult, the adjustment 
at the end of the fiscal period for the individual differences 
would require a complete return comparable to the one in use 
today and would in addition require that there be refunds made 
to the taxpayers who were able as a result of the allowances to 
claim a reduction in the tax liability. 

It is possible that this difficulty of rebates could be avoided 
and the advantage of the use of the source method made greater 
if the employer were informed of the projper claims for allow- 
ances of the taxpayer and could adjust the wage deduction ac- 
cordingly. However, there are many reasons why this would 
not work well in practice in the United States. In the first 
place, the employee would almost certainly object to the grant- 
ing to the employer of information as to his personal income tax 
status. The employee is not willing to have his employer know 
that he has income from other sources and may not want him 
to know about his other personal affairs.^® Even if this infor- 


8® The report of a committee of the National Tax Association on “A Plan 
of^ a Model System of State and Local Taxation’’ contains the following 
criticism of source taxation : “We repeat the recommendation of the former 
Committee that the personal income tax be collected from taxpayers, upon 
the basis of strictly enforced and controlled returns, and without any attempt 
to collect it at the source Upon this point there might have been doubt 
^enty years ago, but subsequent experience has settled the question. . . . 
Collection at source presents serious administrative difficulties, imposes un- 
warranted burdens upon third parties in respect of transactions which strictly 
concern only the taxpayers and the government, and not infrequently tends 
to shift the tax to the wrong shoulders.” (“Second Report on a Plan of a 
Model System of State and Local Taxation,” Proceedings of the National 
Tax AssociaHon, igs3. Columbia, S. C., 1934, pp 353-420.) 

36 The attitude of the workers in England is against the granting to ,the 
enployer of information of a personal nature. The following testimony 
before ffie Royal Commission on the Income Tax is of interest : “The bill 
which became law as the Finance (No. 2) Act, 1915, contained, when intro- 
duced, a clause providing that if the weekly wage-earner failed to pay the 
tax due from him his employer should be empowered to deduct the amount 
from his wages and pay it over to the Revenue. When that claim came up 
for consideration on the Committee Stage of the Bill, a storm of protest 
arose, both from employers pd from workmen, and the Chancellor of the 
iixcnequer agreed to ascertain the views of all parties affected at a repre- 
sentative conference to be summoned by him. The conference took place on 
the 3rd December, 1915, when representatives of the employees advocated the 
direct assessment of the mdividual weekly wage-earner, as is the case with 
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mation were to be given to the employer there would still be the 
necessity of making numerous adjustments at the close of the 
fiscal period. This would be true as the claims for special 
allowances do not fall evenly throughout the year but may come 
at any* time. It may be objected that this difficulty would not 
arise if the tax were computed on the basis of one year’s work 
and the liability discharged in the following year when the 
amount due was known. This would be impractical, however, 
as the ability of the wage earner to meet a tax on the income of 
the previous year might be removed by the fact that he had lost 
his job or had had to take a pay cut. 

The final point that is raised in favor of the use of taxation 
at the source is that, because of the frequency of the payment, 
it would assure the treasury of a steady flow of revenue through- 
out the year, removing the necessity of borrowing in the open 
market to obtain funds between collection dates. This would, 
however, become of real significance only if the use of the fre- 
quent payment plan were to be extended throughout the entire 
tax structure. The increase in the regularity of the revenue ob- 
tained from the lower bracket income tax would not be of par- 
ticular significance in the total picture. There is even some 
doubt as to the steadiness of the flow of revenue in the lower 
brackets if the settlement at the end of the period resulted, as 
it is believed it would, in large refunds at the close of the year. 
Unless the credit of the government is weak, short-term financ- 
' ing is not necessarily bad. In the one case the people are de- 
prived of their funds until the refund is made, losing the interest 
on this money, and in the other case the cost of the interest on 
the short-term requirements of the government is met by the 
imposition of a slightly higher tax than is required for the meet- 
ing of the interest charge payable to the banks. There does not 
seem to be much to choose between these two alternatives. 

other classes of industrial employees, and expressed their entire disapproval 
of any scheme which would result in disclosure to an employer of a work- 
man's private aifairs. The attitude of the employers was understood to be, 
Vihat to make them tax-collectors in respect of wages paid would lead to 
I friction between them and their employees/^ (Statement of E. R Harrison, 
^ Assistant Secretary to the Board of Inland Revenue, Minutes of Evidence of 
the Royd Commission on the Income Tax, op. cit., #25, p 91.) 
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Some other disadvantages of a source method of taxation are 
equally pressing. Not only does the employee dislike the possi- 
bility of the taxation of wages at the source if he believes that 
it will necessitate the giving to his employer of information 
about his personal financial status, but the employer may object 
that regardless of the actual use of this information the workers 
will resent it and it will become a source of bad feeling between 
the employer and the employee. The employer will also object 
to the source method of taxation if he is expected to add to his 
work in the collection of the tax without some compensation 
from the government. The cost to the employer will, of course, 
differ from case to case but there is the distinct possibility that 
in cases of large employers of manual laboT the additional cost 
would be considerable. If the objection of the employer is met 
and he is to be compensated for the additional work involved, 
there is no longer the advantage of the collection at the source 
as an economy measure. 

Another objection is that the collection at a flat rate with the 
provision for adjustment at the end of the fiscal period will 
work hardship on the taxpayer who has a large sum deducted 
and held by the government until the final adjustment is made. 
This hardship is in addition to the loss of the interest on the 
money which is probably not nearly so important in the lower 
brackets as the fact that the wage earner is usually in need of 
every penny that he can lay his hands on at the time when he is 
earning his wages. 

A still more serious objection as far as the wage earner is 
concerned is that there is the possibility that the use of the 
collection at the source will lead to the taxation of gross income 
at a proportionate rate after the difficulties with rebates and 
the employers have been realized. With the minor exception of 
small allowances for family status, this is what happened in 
Germany.®'^ Although the taxation of gross income might be 
better than the present system of indirect taxation on the wage 
earner, he would object more certainly to the obvious failure to 
recognize the difference in ability that the use of the gross tax 
implied. 


37 See pagfe 191. 
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The applicability of the collection at the source technique may 
also be objected to on the ground that although the creation of 
tax consciousness by the use of the direct tax on small incomes 
is uncertain, there is still a powerful group who would not favor 
the tax at all unless it were believed that there was some hope 
of its providing the basis for the development of an intelligent 
type of tax consciousness. Certainly, the collection at the source 
does not promote nearly as much potential tax consciousness as 
the direct assessment. With the use of a source technique re- 
quiring the deduction of the tax from wages on a weekly basis, 
there is probably very little tax consciousness of any sort that 
can be said to arise from this payment that is never placed in the 
hands of the wage earner. Even though the worker were in- 
formed each week that the deduction is due to the tax, there 
would be probably very little reaction after the provision had 
been in force for a year or more. It would also make the ad- 
ministration more hesitant to make the frequent changes in the 
rates that should be made if the maximum amount of conscious- 
ness is to result. 

In spite of the many objections to the use of deduction at the 
source there is the possibility that it would prove more practical 
than the alternative of separate assessment and collection. It 
may be that the collection of the tax at the source is to be ac- 
cepted or the lower bracket tax not adopted at all. There are, 
however, limits to the extent to which the tax may be used. The 
small shopkeeper cannot have the tax deducted at the source nor 
can the independent farmer, contractor, or any other person who 
is primarily working for himself. As suggested above in an- 
other connection, this group is large enough to present special 
difficulties of evasion and failure to be aware of the liability for 
the tax that is due. Collection at the source may be helpful but 
it can by no means be considered a panacea for the difficulties 
that must be encountered when there is an attempt to include the 
small incomes within the scope of the income tax. Where it 
might be very helpful in the highly industrialized areas with a 
large percentage of the lower paid workers in factory employ- 
ment, the collection at the source technique would probably be 
of little assistance in the area with the distribution of occupa- 
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tions such that the majority of the lower income group would be 
farmers or farm laborers. 

The existence of a large body of poorly paid workers in 
pursuits other than those providing remuneration in the form of 
weekly wages or on regular payrolls suggests that the national 
government might find it even less advantageous to adopt the 
collection at the source than some of the states with a large 
industrial population. For example, collection at the source 
might prove to be very helpful in New Jersey but not at all 
practical in North Dakota. Although the maintenance of uni- 
formity of administration in the tax system is desirable, it does 
not seem illogical to think of a compromise at this point with 
collection at the source being used in the areas where it was 
clearly to the advantage of the government and the usual type 
of tax being used elsewhere. Care would of course have to be 
taken to be sure that there was no difference in the interpretation 
of the basic law under the two types of administration. The 
basis for the determination of the type of collection procedure 
would be important, as the resentment of arbitrary ruling might 
work against the best interests of the government. Although 
the reaction of the wage earner to the use of collection at the 
source is uncertain, there might be an attempt to have the popular 
will of the taxable wage earners determine the policy to be fol- 
lowed. 

Type of Administrative Organization.— It is a well-accepted 
maxim that a law is no better than its administration. In no case 
does this maxim hold more certainly than in the administration 
of an income tax in the lower brackets. Aside from the special 
problems of the type of law necessary for efficient administra- 
tion there is to be considered the type of organization best suited 
for the difficult problem of the carrying out of the will of the 
legislature. In the simplest terms, what is desired is an adminis- 
trative organization that is efficient, fair, and capable of finding 
a workable solution to the special problems not anticipated by 
the legislature. Much of the most useful work in this field is 
done by the actual administrator faced with the particular prob- 
lem to be solved. However, the best staff will be unable to act 
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efficiently unless the organization established permits the use of 
sufficient discretion. Some of the requirements of a good or- 
ganization for the administration of the lower bracket income 
tax will be considered below. 

In the first place, the merit of the administrative organiza- 
tion is largely dependent on the qualifications of its personnel. 
Gaston Jeze believes that “No system of administration is com- 
plete without a trained and reliable personnel, the recruiting of 
which is a task equal in importance to that of proper organiza- 
tion itself.” The best way of assuring the fulfillment of this 
requirement is not within the scope of this study. There is, 
however, reason to^oelieve that this type of personnel will not 
be obtained without the provision of opportunity for the pur- 
suance of a career in the financial service of the government and 
the provision of incentives in the form of wages and possibility 
of promotion comparable to those of persons engaged in similar 
work in private enterprise. Specifically this requires the de- 
velopment of the civil service in such a manner that greater 
flexibility in the range of job may be obtained. This is of spe- 
cial importance in the federal department of internal revenue 
where the selection of the income tax personnel is at the present 
time weakened by appointments on a political basis.^^ The need 
for the maintenance of adequate incentives was emphasized by 
the Joint Committee on Internal Revenue Taxation in a report 
made in 1927, as follows : 

The bureau loses regularly a large percentage of its ablest em- 
ployees because it cannot meet the terms offered by others A cer- 
tain amount of this leakage is inevitable. But the present turnover 
is excessive. Surely the bureau should be able to compete with the 
services of efficient employees whom it desires to retain with State 
tax commissions and business concerns of moderate size.^° 


ssjeze, Gaston, ^‘Financial Administration/’ Encyclopaedia of the Social 
Sciences, Vol. VI, New Yorl^ 1931, p. 234. 

39 Investigation reveals that the 2,500 deputy collectors of internal revenue 
in the field are political appointees and are expected to be replaced with a 
change in administration. 

Survey of the Administration of Income and Excess-Profits Taxes, 
Vol. Ill of the Report of the Joint Committee on Internal Revenue Taxation, 
Washington, 1927, p. 4. 
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With a good personnel a bad law may conceivably be ad- 
ministered effectively, but with a poor personnel a good law 
is bound to prove unsatisfactory. As cooperation of the tax- 
payer is necessary for the effective administration of the per- 
sonal income tax, there is also need to include in the training 
and selection of the men to meet the eventual taxpayer a sense 
of tact and ability to inquire into the personal affairs of the tax- 
payer with the minimum of offense to him. 

The second point of administrative importance is provision 
of sufficient flexibility in the system so that there is not the 
waste of time and effort and the unnecessary irritation to the 
taxpayer that is likely to accompany the rgaintenance of over- 
elaborate regulations and meticulous adherence to the letter 
rather than the spirit of the law. At the same time it is neces- 
sary to realize that uniformity is important in the administration 
of a successful law. The administration must not be so strict 
in the interpretation of the law as to lead to hardship and bad 
feeling but it should be equally on guard against the danger 
of inconsistency and the inequity that is bound to result from 
the failure to follow a positive policy. The drawing of this 
line between no flexibility and too much is an art that is the 
gift of the good administrator but cannot be determined suc- 
cessfully in advance. 

The Joint Committee on Internal Revenue Taxation reached 
the following conclusions as to the nature of the administrative 
problems of the income tax : 

r. At root, the major problem is one of personnel. 

2. All tax cases cannot be closed up on the basis of absolute 

accuracy. To attempt to do so is to sacrifice accomplish- 
ment to unattainable ideal. Prompt and final settlement 
is oftai more important than meticulous accuracy. 

3. The collection of revenues is primarily an administrative 

and not a judicial problem. As far as the Federal income 
/ f tax is concerned, a field of administration has been turned 
, into a legal battle field.^^ 
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Stamp is also well aware of the dilemma that the granting of 
discretion to the administrator presents. He summarizes the 
problem very well in these words : 

I have said just now that just as the law itself should apply 
equally to all subjects coming under it, so there is an obligation that 
the discretionary application super-added to the law by those who 
‘'work iC' should be uniform and not erratic. The real problem is, 
having to discharge legal functions executively, through a large 
number of agents, how on earth are you going to make those agents 
act with one mind.'^^ 

The determination of the best compromise is particularly 
difficult in the lower* brackets. The decision of an administra- 
tive agent on a question of the proper deduction or the total 
amount of taxable income will be, in many cases at least, one 
that will determine whether the individual concerned has, what 
is for him, a heavy tax to pay, or is to be relieved of all income 
tax for the year, or may be one that will relieve a whole class of 
taxpayers from the necessity of paying an income tax. In this 
connection the decision noted above, that the agent of the Board 
of Inland Revenue in England makes with respect to the size of 
the allowance to be granted to the members of a trade union for 
tools and special clothing, is a good example. It is to be noted, 
therefore, that the lack of dispute over the final allowances 
granted would indicate that in this respect at least the proper 
compromise has been worked out in that country. 

A problem closely related to the degree of flexibility desir- 
able is the degree of centralization in the administrative organi- 
zation that is conducive to the maximum efficiency and the 
proper amount of flexibility. At the one extreme there is the 
possibility of a highly centralized administration with the sole 
authority to make decisions left in the hands of the central 
office ; at the other is the administration where the interpreta- 
tion of the law and the decision as to policy is left in the hands 
of separate agencies organized on the basis of local population 
centers, there being no central coordinating office. 

Stamp, Sir Josiah C., “Administration of Business and Public Affairs, 
The Journal of Public Administration, Vol. I, 1923, pp. 158-171. 
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In a country of this size the impracticability of either of the 
extreme alternatives is well recognized. There is, however, con- 
siderable doubt as to the exact position that is the most effective 
under the present income tax. With the lowering of the exemp- 
tions, there would be many millions of new returns to assess 
and collect. In face of this change it is believed that it is wise 
to follow a policy of decentralization. It is necessary, however, 
to maintain a strong central organization to assure that there 
was the maintenance of uniform standards throughout the coun- 
try. 

The need for a high degree of decentralization arises because 
it is essential to have a man on the spot who is familiar with the 
local community and the residents of the community to assure a 
complete coverage of the persons liable to the income tax. He 
must have considerable authority to prevent the costly and slow 
process of basing each decision on advice from the central 
authority. Periodic checks may be made to' assure the main- 
tenance of uniformity but the main job must be done in the field 
where the taxpayer resides and the local administrator can make 
the decisions necessary on the basis of as complete information 
as is possible to obtain. Even in the settlement of the large tax 
returns where the sums involved are often very large, the bureau 
of internal revenue has been following recently a policy of de- 
centralization.^® 


^3 A trial regional office was started early in 1938 in Los Angeles with 
authority over all tax collection in Soirthern California and Arizona. This 
proved a success and the decentralization of the whole revenue system is 
now under way with the expectaticm "ihat it will be in full operation by 
June 30, 1939. Secretary Morgenthau made the following statement with 
respect to the program at its inception: 

“We think .this arrangement will eliminate many repetitious steps and 
protracted del&ys which it seems impossible to avoid under the present plan 
of centralized consideration and settlement of tax disputes in the Bureau at 
Washington. It wdl permit proihpt action on all contested cases, at a point 
near to the taxpayer and to the sources of evidence regarding his transactions. 

“It will provide, even for the small taxpayer, an able and impartial 
administrative body to which he can have ready recourse should he be dis- 
satisfied with the findings of the agency which examined his return in the 
first instance. In short, we think it will result in fairer treatment and greater 
convenience to taxpayers, in quicker administrative decisions, and in fewer 
appeals from the Bureau to the Board of Tax Appeals and the Courts. The 
plan will be of special benefit to taxpayers who are financially unable to 
employ expert counsel.'' (Press Service Release, Treasury Department, 
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However, without a personnel with the proper training it is 
impossible to turn the administration over to local offices. It is 
also necessary to maintain a local personnel free from political 
pressure or from obtaining too close a loyalty to the members of, 
the local district.^^ 

The development of the first truly successful state personal 
income tax was a result of the recognition of these basic prin- 
ciples. In a recent study of state income taxation, Blakey makes 
this interesting comment : 

The National Tax Association committee on the model plan of 
state and local taxation, in calling attention to Wisconsin’s success- 
ful income tax, lays no small stress on the work of the district 
assessors, who are ^^bringing the administration of the law home 
to the people of the several districts. . . These district assessors, 
it should be kept in mind, are appointed by a central state authority 
and are responsible to that authority; their tenures not dependent 
on the votes of their districts.^® 

The natural movement of the population requires^ of course, 
the coordinating of the separate local administrations. Too 
little centralization may result in as much inefficiency as too 
much. As the best policy can be determined most satisfactorily 
in the field, care should be exercised to preserve the necessary 
flexibility. 

Although there may be slight differences in the specific prob- 
lems of the state as compared with the federal government, they 
are essentially the same and similar requirements apply. It is 
suggested, therefore, that therifj is good reason, on administra- 
tive grounds, to consolidate the two administrations. The 
economies would be great and the possibility of the attainment 
of an efficient, equitable system might be aided by the concerted 

Washington, D. C., February 17, 1938; cf. Treasury Department Press 
Service Release, December 7, 1938, and the New York Times, May s, 1938 ) 
The following comment was made by the Supervisor of the Income Tax 
Department of Montana . “The fact that the law is administered locally and 
the administrative staff so widely known all over the state leads taxpayers to 
take undue advantage of their acquaintances. This leads to procrastination.” 
(Letter of May 13, 1937, written to the author by L. C. Bums, Supervisor 
of Income Tax Department, State Board of Equalization, Helena, Montana.) 
*5 Blakey, R. G., op. cit., pp. 493 - 494 - 
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effort of the two governments. The effect of this proposal on 
the political situation is not considered, although it is of course 
of equal importance in the determination of the actual policy to 
be followed. It is also true, however, that the consolidation of 
the state administration with the federal or the federal with the 
state would tend to diminish the distinction between the two gov- 
ernments for the purposes of the creation of tax consciousness. 

It may be concluded that the problems of the type of ad- 
ministrative organization best suited to administer the lower 
bracket income tax are difficult but not insoluble. Much de- 
pends on the attitude of the citizen toward the reform of the 
government service as this problem of the administration of the 
income'tax is only a part of the larger prol)lem of the improve- 
ment in the level of administration in the government as a 
whole. The eventual success of any tax measure depends on 
the cooperation of the great majority of the citizens. This will 
come, however, only with improvement in administration. 

Social Security Taxation 

The recent development of the social security program in this 
country makes it desirable to consider its relation to the ad- 
ministration of an income tax. However, it has been suggested 
above that the employee income tax under the social security act 
imposed to finance the old-age benefits or annuities does not con- 
form to the general principle of personal income taxation. In 
the first place it is a tax that is earmarked for the special purpose 
of the payment of the old-age benefits, which benefits are related 
to the amount of tax paid. In the second place it is a tax that is 
paid on gross wages in certain covered employments. Income 
other than wages is not included and there are no deductions or 
exemptions comparable to those under the personal income tax. 
Excluded from the scope of the tax are wages in excess of 
$3,000,^ all professional and self-employed, agricultural labor, 
domestic servants, casual labor, persons over 65 years of age' 
maritime workers, government employees, and persons em- 
P^oye d by religious, charitable, or educational institutions.'^® 
See Social Security Act, Ch. 531, 49 Stat. 620, Title VIII. 
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With the exception of government employees and persons living 
on investment income, these exclusions are to be justified on the 
ground of administrative expediency. The result is that ap- 
proximately one-third of the persons gainfully employed are 
excluded from the program.^*^ 

Although the difficulties of assessment and collection of the 
old-age income tax are not as great as the more refined personal 
income tax, it is of interest to note that it was originally be- 
lieved to be administratively impracticable to include a large part 
of the gainfully employed. The fact that the recipient of the 
smallest wage is included in covered employments adds to the 
difficulties, but on the other hand the lack of varying exemptions 
and use of the gross wage as the tax base should make the ad- 
ministrative task less complicated. One cannot draw too many 
conclusions from the administrative experience of the wage 
tax, however, as the direct connection between the tax paid and 
the amount of benefit payable at the age of 65 may have the 
effect of creating an incentive for the employee in the covered 
employments to see that his employer makes the proper deduc- 
tions from wages and pays the tax on his payroll. Although 
there are many employees who will have no interest in their 
eligibility, it is probably true that the majority are in favor of 
the plan and realize that the additional returns which arise from 
the employer contributions assures a future annuity sufficiently 
large to compensate for the present sacrifice in wage tax. There 
may be fewer who will maintain this view if the wage tax is 
eventually raised to the maximum of 3 per cent as provided 
under the social security act. 

The reaction of the employer to use of the source technique 
may differ if it is used to finance the payment of old-age benefits 
rather than a general personal income tax. In the first place 
many employers have come to recognize the need for some type 


47 The original estimates of coverage were that about 53 per cent would 
be included. Because of the failure to make adequate allowance for the turn- 
over of labor from uncovered to covered employments, the estimates were 
low. (See Third Annual Report of the Social Security Board, Fiscal Year 
Ended June 30, 1938, Washington, 1938, p 27; cf. Statement of Arthur J 
Altmeyer, Chairman, Social Security Board, at Hearing on Social Security 
Legislation before the House Ways and Means Committee, February i, 19390 
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of old-age pension. The extensive private plans of this type in 
force before the enactment of the federal legislation bear wit- 
ness to this fact.^^ In the second place many employers see the 
logic of connecting the pension and the wages received. It may 
be argued effectively that any other type of tax except an in- 
come tax would lead the worker to believe that he was getting 
something for nothing and possibly lead to the adoption of a 
variation of the Townsend plan which would be even more 
costly in the end. 

The case for the employers undertaking to assist in the 
administration of the personal income tax in the lowest brackets 
may be made on the same general grounds but less effectively. 
As indicated in the discussion of tax consciousness, even the 
payment of a direct tax for the general functions of govern- 
ment may not be connected with the benefits received in such 
a way that it will have a predictable effect. The personal income 
tax would also require more complicated records. Although 
there are some employers who would be willing to undertake 
considerable additional cost if there were to be enacted an 
income tax including a large part of their labor force, it is 
likely that the great majority in this country would favor it 
only as a last resort. If it is suggested only as a means of 
improving the distribution of the tax burden, they would prob- 
ably favor the continued use of the existing sales taxes, excises, 
and general property taxes. Although employers are in a minor- 
ity they could protest against the inequity and obvious difficulties 
of the source method of taxation of incomes and become effec- 
tive in a movement to prevent the enactment of such a measure 
or its repeal. 

The restriction of the scope of the social security program 
and the other differences noted above makes a study of the 
administration of the tax of only limited interest for the pur- 
poses of this analysis. Although the social security benefits 
are determined and distributed by a distinct separate social 
security administration, the collection of taxes is the function 


^8 In 1930 there were about 420 plans in force affecting approximately 
3,500,000 workers. (See Social Security in America, Social Security Board, 
Publication No. 20, Washington, D. C, 1937, p 172.) 
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of the bureau of internal revenue, the same administration 
responsible for the collection of the personal and corporate 
income tax. Consultation with members of the staff of the 
bureau indicates that there has not been any special difficulty 
experienced in the collection of the taxes to date. Extensive use 
is made of corporation income tax returns, and it is also possible 
to check on any but the smallest employer by finding the returns 
that have deductions from gross income for wages paid. The 
small shopkeeper and others who do not maintain full accounts 
have presented some problems of enforcement and there are 
some problems in connection with wrong returns and the settling 
of the exact scope of the tax liability. However, these diffi- 
culties are not believed to loom large in the total picture. 

Much of the current discussion of the social security program 
is centered on the problem of increasing the persons given sub- 
stantial benefits. This has led to some interesting proposals 
with respect to the financing of the additional benefits. The 
Advisory Council on Social Security, the Social Security 
Board,®^ and the President are all agreed that the scope of 
the old-age provisions of the act should be broadened. However, 
if the farm laborer, domestic servant, casual laborer, and the 
self-employed are to be included, new techniques would be 
required. At the present time there is little chance of including 
the casual laborer or the self-employed because of the adminis- 
trative difficulties involved. There is, however, real chance of 
including the farm worker and the domestic servant. The 
exclusion of state and federal employees is to be justified, of 
course, on other grounds than administrative expediency. 

As there is already established the wage base in the covered 
employments, a comparable base for the newly covered employ- 
ments is necessary unless the whole act is changed. This ex- 
cludes from consideration the use of an income tax based on 
the principle of ability. Special problems are also created in 
the case of farm labor with respect to the treatment of income 


See Final Report of the Advisory Council on Social Security, Decem- 
ber 10, 1938. 

^^New York Times, January 17, 1939 
Ihid, 
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paid in goods and services rather than cash. This is particularly 
difficult in the case of domestic service where it is common for 
the servant to receive a part of his wage in the form of board 
and room. Additional difficulties are to be anticipated because 
of the large number of employers in relation to employees. Not 
only does this mean a more than proportionate increase in the 
number of tax returns but it is also the small employers who 
are least likely to maintain wage records in a form which would 
assist in the preparation of the employer's return. 

The most logical form of collection of the wage tax in the 
now uncovered employments would seem to be some sort of 
stamp system.^^ This would avoid the difficulty of the mainte- 
nance of elaborate records on the part of people not in the habit 
of doing this type of work and would assist the worker in 
enforcing the payment of the tax on the part of the employer. 
There would also be the salutary effect of the maintenance of 
the direct connection between the tax and the benefit payable 
upon retirement. If this type of program were to be incorpo- 
rated in the case of farm labor and domestic service, there would 
also be the possibility of permitting the use of the stamp plan 
by the small business man who is the only real problem with 
the present coverage. 

The use of the wage base presents an interesting dilemma 
if the self-employed are to be included The question is what 
may be the closest approximation to the wage base used in 
the other employment. Although the economic theorist may 
distinguish between the return to the owner of an enterprise 
that is for services rendered, it is as a practical matter a most 
difficult task. This becomes even more difficult when the self- 
employed does not even have records which will accurately 
determine his net profits for the year or even his cash receipts. 

Some persons believe that the wage taxes are not to be 
justified even for the purposes of financing the old-age benefits 
because they are regressive and it is administratively difficult 
to provide full coverage. They suggest that the problem could 
be met by the imposition of an income tax based on the ability 

® 2 This is suggested by Mary Dewson. (See Dewson, Mary W., “Next 
Steps in Social Security Legislation,” Social Service, March 1938, pp 24-26 ) 
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principle or some self -assessed tax connected with the income 
tax. Although self-assessment of a tax which determines the 
size of the benefit to be received might create the unusual prob- 
lem of overassessment, if the benefits are to exceed the taxes 
paid in the lower brackets, one of the proposals is of particular 
interest. It is, of course, understood that if such a revision in 
the financing of social security benefit for the aged is to be 
undertaken, it would be a complete revision of the whole pro- 
gram, not simply restricted to the new uncovered employments. 

This alternative scheme is proposed by J. Frederic Dewhurst 
and arises from his analysis of two proposals of committees of 
the Twentieth Century Fund. First, ‘'the proposal of the Com- 
mittee on Old Age Security . . . for wider coverage, more 
adequate old-age pensions and a more equitable distribution 
of their cost, and second the proposal of the Committee on Tax- 
ation . . . that the income tax base be broadened and its yield 
increased by drastic lowering of exemptions so that tax con- 
sciousness can be increased and the cost of government can be 
distributed more nearly in accordance with ability to pay.” 
The essentials of the proposal are simple. 

All single persons receiving gross annual income of $500 or 
more would be required to file annual income tax returns. All 
married couples receiving gross annual of $1,000 or more (irre- 
spective of dependents) would be required to file joint income tax 
returns. A tax of 3 per cent on gross annual income (excluding 
any amount over $3,000) would be collected from all persons or 
couples filing returns. The amount of gross tax paid would be 
credited in the Treasury to the account of the individual and would 
provide the basis for determining the pension to which he would be 
entitled on retirement. In the case of married couples, half of the 
tax paid would be credited to the husband and half to the wife, 
irrespective of the source of the family income. Net income taxes 
would be assessed as at present, but the exemptions would be low- 
ered to $500 for single persons, $1,000 for couples and $200 for 
each dependent.^ This would mean that, except for low-income 
married couples with children, virtually all persons required to pay 

Dewhurst, J. Frederic, ‘*01d-Age Security Financing in Relation to 
Income Tax Reform,^’ The Bullehn of the National Tax Association, Vol. 
XXIII, No. 8, May 1938, p 240. 



158 THE TAXATION OF SMALL INCOMES 

the gross income pension tax would also he subject to at least a 

small net income tax.^^ 

This proposal has two obvious administrative advantages. 
First, it would spread the cost of the administration between 
two levies, and second, it would provide an incentive for accu- 
rate reporting of income on a voluntary basis if it is believed 
that the public is sufficiently well informed about the old-age 
pension system and is willing to make a small sacrifice from 
current income to enjoy a future gain of a substantial amount. 
As it is suggested in the same article that considerable reliance 
be placed on the general revenue system for the financing of the 
pensions and that the employer’s tax be retained, there would 
be even greater gain to be realized from the investment in cur- 
rent tax payments than is now the case. Although the accom- 
panying income tax would serve as a check, there would still 
remain the problem of the over-reporting of income for the 
purpose of increasing future benefits. The use of the gross in- 
come base would also be advantageous as it would solve the 
problem of the equitable treatment of the self-employed. 

On the adverse side there are, however, still many objections 
to the proposal. With respect to costs of administration it is 
still doubtful that they might be kept at a reasonable level. 
The change from the collection from the employer to the indi- 
vidual employee in each case would multiply the number of 
returns to be handled many times. In general most of the 
administrative problems discussed above would remain even 
though the individual was desirous of making a return. There 
is also the problem that is not of particular concern in this study 
but which merits attention : that of the increase in the difference 
between the contribution paid directly and the pension paid. 
To prevent the voting of excessive pensions, there is still much 
to be said for the maintenance of the close relationship. 

It may be concluded that the present system of social security 
taxation is so specialized that there is little specific information 
to be gained from the study of the experience in the adminis- 
tration of this act, if the primary consideration is the general 


^^Ihid,, p. 242. (Italics his.) 
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taxation of lower bracket incomes. However, many of the 
problems are so similar that there is much to be gained from 
the understanding of the social security problem. This will 
probably be increasingly true if the present suggestions for the 
broadening of the scope of the program are enacted. As the 
social security program develops, it may also pave the way for 
income tax reform by creating new attitudes and the provision 
of vital information. 

The Taxation of Small Incomes in Great Britain 

Passing reference has been made already to the direct taxa- 
tion of small incomes in Great Britain. However, the experience 
of the British is of such importance that it warrants a more 
thorough study. The British tax system is often misunderstood 
and there is a tendency to believe that the exemptions under the 
law are lower than they are in fact. It is nevertheless true that 
the British income tax is more inclusive than the American and 
that the experience of the British in the administration of a law 
of this type is to be considered of value to the American inter- 
ested in this problem. 

In the first place, a few words about the British law are 
necessary if the place of the administrator in Great Britain is 
to be understood. The present taxation of incomes dates back 
to the passage of the Income Tax Act, 1842. This Act is based 
on the Statute of 1806, the last revision of the original income 
tax imposed in 1799 by the younger Pitt. All subsequent income 
taxation legislation has been developed around these basic 
laws.^^ The first major change was made by the Act of 1853, 
and from this date on numerous changes were made by separate 
Acts of Parliament but no new basic law was enacted until the 
year 1918. 

The complexity of the law became greater and greater. 
By 1918 ^'no fewer than fifty-two Acts of Parliament existed 
to embarrass the taxpayer and his advisers and the officials 
whose business it was to administer the tax. No general revision 

Report, Income Tax Codification Committee, London, 1936, Vol. I, 
Cmd. SI 3 L PP. 9 -II- 
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of the legislation had taken place since 1853 and few overlap- 
ping or obsolete provisions had been repealed or recast/' 

In 1918 there was passed the Income Tax Act, 1918, which 
was supposed to consolidate the two basic Acts of 1842 and 1853 
and bring into one law the material added by the subsequent 
legislation Although this Vvas done in the legal sense ''it did 
little to eliminate overlapping or inconsistent provisions, and 
practically nothing to bring the law, either in substance or in 
language, into accord with modern conditions." It is this 
Income Tax Act, 1918, that has since that date been the prin- 
cipal Act on which the law is based and which the administration 
must endeavor to interpret. Since 1918 there have been con- 
tinued modifications in the annual Finance Acts until the situa- 
tion now is worse than at the time of consolidation in 1918.®^ 
On top of this mass of legislation there have been added the 
decisions of the courts until even the experts on the law become 
lost in the interpretation of the exact meaning of the combined 
legislation and court interpretation. The following conclusion 
has been reached by the Codification Committee appointed to 
try to draft a suitable tax bill : 

The Statutes and the decisions of the Courts are printed and 
accessible, but the Committee has also had to take cognisance, as 
explained above, of a large amount of income tax practice, on which 
detailed information has been furnished to us by the Board It 
is not too much to say that, were it not for the good sense and 
reasonableness shown by the Department in the practical application 
of our income tax system, and in devising expedients for making 
good its deficiencies and omissions, it would at many points have 
proved unworkable; but, while we have admired the methods thus 
devised for enabling the system to work, the existence of this large 
body of informal practice has added another complication to the 
task of codification.®^ 

The part played by the administration is emphasized by an- 
Qther student of the British law.®<^ Spaulding makes the point 

Ihid., p. 10, Ibid. 

lUd., pp. lo-ii. 

Ibid,, pp. 15—16. 

Spaulding, H 3 ,, The Income Tax in Great Britain and the United 
states, London, 1927, p, 247. 
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that even the functions of the various officers of the adminis- 
tration have been changed without legislative modification of 
the basic law. 

In view of this situation there is little possibility of present- 
ing in simple form a complete and detailed exposition of the 
British law as it affects the small income. There are, however, 
many points of such interest that an understanding of the gen- 
eral nature of the British practice is believed to be helpful. 

The administration of the British law differs from the Amer- 
ican in many respects but it is essentially a tax on the total 
income of each taxpayer and, on the whole, it resembles the 
American tax in its final effects. One of the most important 
differences in the administrative set-up is the use of the separate 
schedules for the assessment of different types of income and 
the more extensive use of collection at the source than is the 
case in the United States. These schedules are for administra- 
tive convenience only, as the final liability is always figured 
on the basis of the total income from all sources. Under Sched- 
ule A is assessed income from the ownership of lands and tene- 
ments ; under Schedule B is assessed income from the occupation 
of land; under Schedule C is assessed interest, dividends and 
annuities payable in the United Kingdom; under Schedule D 
is assessed profits from trades, professions, employments and 
vocations, income from foreign securities and foreign posses- 
sions, and any annual profits not charged under any other 
schedule ; and under Schedule E is assessed income from public 
offices or emplo3nnents of profit, and of annuities, pensions, and 
stipends payable by the Crown or out of the public revenue of 
the United Kingdom.®^ 

It is under Schedule E that the greater part of the income 
tax in the lower brackets is assessed. Although there are obvi- 
ously small incomes returned under the other schedules, it is 
the wage earner who is the regular and consistent recipient of 

61 Ibid , p. 240. For other descriptions of the British law, see Magill, 
Roswell, Parker, L H., and King, Eldon P., A Summary of the British Tax 
System, Washington, U. S. Govt Printing Office, 1934. ^ See also Bernard, 
Andre, Taxation of Incomes, Corporations and Inheritances in Canada, 
Great Britain, France, Italy, Belgium, and Spam, Washington, U S. Govt. 
Printing Office, 1925* 
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the smaller income. As the number or proportion of small inde- 
pendent farmers is not nearly as great in Great Britain as in 
this country, the problem of dealing with them under Schedules 
A and B is not great. It is also true that as the annual rental 
value of all real estate is the basis for the local rates in Great 
Britain, this aifords the income tax authorities a basis for the 
determination of the proper tax on this type of income with the 
minimum difficulty. Although this has the effect of including 
in the taxable income, income realized in other forms than cash, 
the taxpayer has the opportunity to appeal and obtain a lower 
assessment if it can be shown that the actual profits are less 
than the annual value. ^ 

Although with respect to income received from interest, 
dividends, and rents the British apply the source method of 
collection with the provision for later adjustment, collection at 
the source is not generally used in the assessment of incomes 
under Schedule E. However, assessment differs in one impor- 
tant respect from the practice in the United States. This dif- 
ference is that although the taxpayer is required to return all 
income to the assessor, the final tax liability is computed, not 
by the taxpayer as is the practice in the United States, but by 
the government. As is the practice in this country, extensive 
use is made of information at the source with respect to this 
class of taxpayer and records for each taxpayer are maintained 
over a period of years. 

Recognition of the special problem of the lower bracket 
income is made by the creation of a special class of taxpayers 
under Schedule E. These taxpayers are known as '‘weekly wage 
earners” and includes all persons employed by way of manual 
labor "who receive wages which are calculated by reference 
to the hour, day, week, or any period less than a month, at 
whatever intervals the wages may be paid, or who receive 
wages, however calculated, which are paid daily, weekly, or at 
any intervals less than a month.” Also for the purposes of the 

labor includes all occupations which depend mainly on the 
exercise of physical exertion, even though a considerable amount of dexterity 
and training may be involved. 
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administration, government employees and railway workers are 
included in this general classification. 

There are two special provisions for this class of taxpayer. 
The first is the requirement of half-year assessment and collec- 
tion and the second is the permissive use of Income Tax Stamps 
to settle the tax liability. These stamps may be used by the 
weekly wage earner in cases where the tax payable exceeds 6 s, 
and may be affixed weekly to a special card to spread the pay- 
ment over a period of 1 3 weeks. 

The provision for the half-yearly settlement of the tax lia- 
bility of weekly wage earners dates back to the tax year 1925-26. 
From 1916-17 to thig date there was the provision for the quar- 
terly payment of the tax by weekly wage earners. The connec- 
tion between the first use of the quarterly assessments and the 
need for the more frequent settlement of the tax liability in 
the case of the small income is clear. The Report of the Royal 
Commission on the Income Tax made in 1920 contains the 
following explanation of the reason for the change: 

Prior to 1916 weekly wage-earners were liable to assessment if 
their incomes exceeded the current exemption limit, and were 
chargeable in the same way as other employees, but the administra- 
tive difficulties in the way of assessing on a three year average 
men who continually changed their employers, moved about from 
place to place, and were subject to recurring spells of unemploy- 
ment, were very great. 

The rise in wages during the war and the reduction of the 
exemption limit from £160 to £130 in 1915, brought a large number 
of weekly wage-earners within the scope of the Income Tax for the 
first time, and the question how they were to be assessed became 
immediately a very practical one. It was felt that to charge them 
on a three years’ average and to collect duty annually in one sum 
was impossible. The payment of any sum annually was quite out- 
side the range of their ordinary habits and experience; they were 
paid by the week, and most of their disbursements were made weekly 
Weekly assessments were admittedly impossible, and as a compro- 
mise it was arranged that they should be assessed quarterly.®^ 


Report of the Royal Commission on the Income Tax, op, cif., p. 107. 
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The reason for the change to the half-yearly assessment in 
1925-26 is not so definite. However, by this time the post-war 
deflation had reduced wages and the exemptions were raised 
in 1920 by the granting of more generous allowances to married 
persons and for children. The result was the inclusion of fewer 
returns in the lower brackets thus reducing the number of 
returns to be handled and the pressure on the Department of 
Inland Revenue. This reduction in the difficulty of the job and 
the added experience in the administration of the Act with 
respect to the wage earner were undoubtedly the forces that 
made the change in the number of assessments take place without 
complaint. If it is possible for the wage earner to pay on the 
half-yearly basis and the administration does not find that there 
is a problem of evasion, there is, of course, considerable saving 
to the administration in the reduction of the number of assess- 
ments. Officials of the Inland Revenue advised the writer that 
the change has not worked any hardship on the income taxpayer 
and that the saving in administrative expense and bother has 
been considerable. They were not particularly concerned with 
the possibility of the loss of some tax from migratory labor 
that may have resulted from the change. 

The attractiveness of the stamp method of settling the tax 
liability varies with the size of the exemptions and the trend 
of wages, as both factors determine how many persons will be 
included under the income tax at one time that are likely to 
have difficulty in meeting the infrequently assessed tax. During 
the war, with the low exemptions and the high tax rates that 
prevailed, there was extensive use of stamps. In answer to a 
question before the Royal Commission of 1920, the Chief 
Inspector of Taxes stated that in eleven months between Decem- 
ber 1917 and November 1918, £867,000 was paid in stamps 
More recently there has been a drop in the freauencv with 
which the stamps have been used. The following letter from 
Mr. A. L. Beck of the Statistics and Intelligence Division of 
the Inland Revenue is the best source of information available 
at the present time. He states : 


St^ement of Sir TTrornas Collins before the Royal Commission on the 
Income Tax, Minutes of Evidence, op. cit., #693. 
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I have managed to obtain more information on the above matter, 
covering the past 10 years, and it seems that the amount of tax paid 
annually by means of stamps on cards was about £100,000 before 
the reduction of the exemption limit and personal allowances in 
1931-32, and rose to £500,000 a year after that reduction. (These 
amounts are for the United Kingdom, i.e., England and Wales, Scot- 
land and Northern Ireland.) It is to?) early yet to say whether the 
recent increase in the personal allowances to Married Persons, and 
for Children will lead to any diminution in the use of Income Tax 
stamps, as the ist Half-Year's tax is only now being paid and the 
2nd Half-Year is not due until July next. It may be of course that 
once the taxpayer has contracted the habit of paying his tax by 
weekly instalments — as that is what the stamp card method repre- 
sents — ^he will neveik revert to the method of paying the tax in a 
lump sum to the Collector although the amount due may be much less 
than it used to be.®® 

It is of particular interest to note that although there is 
extensive use of collection at the 'source, there has been little 
use of this method for the collection of the income tax from the 
wage earner.®^ As was suggested above, it may be that this 
is for other than administrative reasons, such as the attitude 
of the trade unions. However, the administration has not felt 
that it was a point worth fighting for and seems to be content 
to leave well enough alone. 

Another feature of the British law is that after the tax lia- 
bility is determined by the administration and the taxpayer is 
informed of his obligation, a separate office with a specially 
appointed Collector is responsible for the final collection of 
the tax due. If a dispute is raised, the taxpayer goes to the office 
of assessment, but if there is no question of the amount that 
is due the Collector begins action in the courts. The basis of ^ 
this separation of assessment from colleriion is legal and admin- 
istrative. Special administrative problems arise because of the ^ 
use of the separate schedules of assessment. Thus it is possible 
for separate offices to assess income from different sources if 


Letter of March 3, 1937 to the author. 

In certain cases of public corporations, collection at the source has been 
used. For example, the employees of the London County Council are taxed 
in this manner. 
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they arise in different localities. The Collector, however, will 
be responsible for only the taxpayers in his district. Mr. E. 
Atkinson, Inspector for the Waterloo District, London, sug- 
gested that although it was not very important, he believed the 
separation added to the efficiency of his office and that it relieved 
him personally of the resppnsibihty of seeing to the collection 
and that he felt that he was freer to make his assessments wisely 
as a result.®'^ 

Although special points about the British law as it affects 
the small income are of interest, it is believed that the really 
important lessons to be learned from the British are in the field 
of the actual administration of the law. Perhaps the most 
important features of the British administration are decentral- 
ization, high quality of the personnel, and the less tangible 
quality of an equal sense of responsibility to the people or tax- 
payers and to the government which imposes the law. Although 
these qualities are noted separately, they are closely connected 
and it is believed that there would be slight chance, for example, 
of maintaining the degree of decentralization practiced in Brit- 
ain without first developing the personnel to the point where 
it could be given the responsibility that is involved with the 
assurance of its being able to do the job required equitably 
and without great inefficiency. 

Although the British income tax is administered by a central 
board known as the Board of Inland Revenue, it is the local 
agent of this board known as the Inspector of Taxes who is the 
key man in the administration, especially of the income tax on 
the weekly wage earner. For each of the 725 income tax dis- 
tricts into which Great Britain is divided, there is a local In- 
spector of Taxes in charge of the assessment of the taxpayers 
in his district. If the district is large there may be one or two 
assistant Inspectors and a large clerical staff to assist in the 
assessment of the taxpayers in this district. It is this Inspector 
who is the person, or his office the place, where the great major- 
ity of the taxpayers are assessed and must go first if there is 
a question about the final determination of their proper tax 


8’’ It probably also reduces the opportunity for graft. 
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liability. To the majority of taxpayers, the Inspector’s office 
is the only part of the administrative machinery that they know, 
other than the Collector’s office, and in most cases there is never 
any occasion for the taxpayer to look any further into the ad- 
ministrative organization. 

The work of the Inspector demar^ds a complete understand- 
ing of the law and the equally important qualities of adminis- 
trative capacity and a sense of justice combined in the one man. 
After talking with many persons in the British administration 
and others familiar with it, the writer believes that these quali- 
ties are to be found in the local Inspectors of Taxes. The 
question arises as to how these virtues can be attained in public 
servants. Although k is suggested by some persons that this 
sort of thing is possible in Great Britain because the British are 
natural administrators and are in other ways naturally endowed 
with a superior capacity for government, much more important 
facts of a tangible nature provide the explanation to the person 
who is familiar with the British system. 

In the first place the men who are to be future Inspectors 
of Taxes are carefully selected and trained for the job and 
given reason to believe that the job is one that offers a future 
comparable to that open to any of their equally superior fellows. 
Competitive examinations are required for entrance to the pre- 
liminary stages of the service, and thorough training in the 
law, accounting, and other phases of the work is given for a 
period after entrance. After this period of training of about 
five years as a cadet, further examinations are required before 
a man can qualify as an Inspector. Once given a district, the 
Inspector does not feel that he is as far as he can go, as there 
are open to the regular civil servants positions as Principal 
Inspectors, who are specialists in certain parts of the law, or in 
supervisory work or inspectorships in the more important dis- 
tricts where the nature of the work requires that there should 
be especially well qualified men in the post. At the top of the 
staff of Inspectors is the Chief Inspector appointed from the 
ranks according to merit. It is even possible that a man from 
the ranks will be appointed to the topmost post in the service, 
that of a member of the Board of Inland Revenue, which is 
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directly responsible to the government through the Chancellor 
of the Exchequer. Political considerations do not enter into the 
selection of the men and the pay in the service is comparable 
to that which might be obtained in work of a similar nature in 
private employment. Should an equally intelligent attitude 
toward the selection, training, and provision of opportunity 
for the men be taken in the United States revenue service, it is 
believed that after a few years, the plea that the English were 
endowed by nature with administrative ability could be dis- 
proved by the remarkable improvement in the caliber and capac- 
ity of the men that would result from the understanding of 
what is necessary for the solution of the real problem of 
personnel. • 

The second important way which the British have of assur- 
ing that the local Inspector will do his part in a fashion that is 
reasonable and in accordance with the sense of justice of the 
community is the placing of an unpaid body of local citizens 
over him. This body is known as the General Commissioners 
and is appointed by the Land Tax Commissioners.^® The actual 
duties of this body of unpaid General Commissioners, which is 
responsible for a single district or a few neighboring districts, 
are not what are required by law as, in fact, the Inspectors 
have taken over many of the functions that were assigned in the 
law to the Commissioners. Although it is the legal duty of 
the Inspector to assess the weekly wage earner, it is the General 
Commissioners who are legally responsible for most of the 
other assessments which, in fact, are also made by the local 
Inspector of Taxes. In practice the General Commissioners are 
quasi- judicial bodies who hear and determine appeals from 
assessments made by the Inspector. It is not even true that 
they hear a large number of the original appeals as most of the 
protests of the taxpayer are settled between the taxpayer and 
the Inspector without there arising a dispute which calls for 
the intervention of a third party. 

«8The basis of appointment is not clear. Spaulding states: **How the 
Land Tax Commissioners are nominated is a matter of mystery. The 1920 
Royal Commission made an effort to fathom this mystery, but with no great 
success.” (Spaulding, H. B., op. cit, p. 248.) 
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However, regardless of the actual duties of the General 
Commissioners they have an excellent influence on both the 
taxpayer and the Inspector. The taxpayer feels that his interests 
are being protected by one of his fellow sufferers and the 
Inspector feels that if he becomes arbitrary in the determination 
of the tax liability the General Commissioners will laugh him 
out of court, maintaining the interest of the taxpayer against 
anything that is to them an unreasonable exercise of the power 
of the Inspector. 

As the work of the General Commissioners often involves 
the hearing of cases where there are complicated legal and 
accounting points involved, and they are not required to have 
any qualifications iJi these lines, they are given the right to 
appoint a paid clerk to assist them in their work. This clerk 
is usually an accountant or a lawyer and will not only take care 
of many of the routine duties of the General Commissioners but 
also advise them on technical points of the cases being brought 
before them. The clerk is not necessarily a full-time employee 
and may at the same time he is serving the General Commis- 
sioners maintain his own practice. 

The practical importance of these General Commissioners 
in the determination of the tax paid on small incomes is greatest 
in the influence they have on the Inspector, as there are few 
cases in the lower brackets that are taken before them. Although 
the Inspector is trained to realize the value of settling a case 
without forcing an appeal and is given authority to do this, 
he can never get far off the track without the possibility of an 
immediate check of an adverse decision on the part of the Gen- 
eral Commissioners, The effect on the taxpayer is likewise of 
a desirable nature. If there is an unreasonable attitude shown 
by the taxpayer he will often be shown the error of his ways by 
the General Commissioners before there is the costly and time- 
consuming appeal to a formal court. 

Much of the success of the function of the General Commis- 
sioners depends on the type of men selected and the responsi- 
bility they take for their job. As far as it is possible to determine, 
the General Commissioners fulfill their duties remarkably well 
and are respected by both the taxpayers and the administration. 
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INCOME TAX. 

tHAUF-YEARLY ASSESSMENTS.] 

YEAR 1936 - 37 . 

— - ^ 

In order that you may obtain all the Rehefs to which you are entitled m respect of 
Personal Allowance, Children, Life Insurance, &c (see list on enclosed sheet) you 
should fill up pages 2, 8 and 4 of this foim and return it to me, duly signed, WITHIN 
TWENTY-ONE DAYS fiom this date. 

If you wish for information or advice on any point, I shall be glad to furnish it 

E. ATKINSON, H M Inspector of Taxes, 

(Waterloo District), 

5th Floor, Cornwall House, Stamford Street, S.E.l. 
. Date 

yon make an annual return for Income Tax purposes on a different form, or if you have already 
completed a form similar to this for the abose mentioned year, it is not necessary to complete this 
form, but the following particulars should be gi\en — 

Address of H M Inspector of Taxes 
to whom return made 


•Bosmess Address ... j 

from whidi return made 

•Private Address 


— »-5ignature. 


*ndete u Bcceuai7 — ^ T93 


The penalty for £rauduleat1y concealing or untmly declaring any particulars in making any claim ior any allowance or deduction 
is £Vi and treble the tax cbargi^Ie in reject of ail toe sources of income 

If any person, for the purpose of obtaining any atlowanee teduction rebate, or temiyment m respect oi Income Tax, either for 
hUnsell or for any other person, or in any return made with reference to Income Tax. knowingly makes any false statenient or 
false representation be is liable, on summary convictioo. to ihsprisonment lor a term not mmeading & montlu with bard latour 


HI. (PLEASE TUBN OVER. 

OHM) wawH/ntt imm (tupstts.) tm bw om 


Form r. British Income Tax Blank (Half-Yearly Assessment) 
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Page 2 

NOTE, — Your income from Wages has been returned by your empi 
amounting to £ : , for the ha¥-year ending 5 Octobe] 




The fall 
wages, 
inclading all 
overtime, 
boimses, ^ , 
should be 
stated. 


State from 
whom 
receivable 


Give the 
address of each 
property and 
the yearly 
rent; and 
mclade the 
antniftl value 
of the house 
you occupy 
if It IS owned 
by yourself or 
your wile 


State the 
names of the 
compames or 
societies, or 
other par* 
ticulars of the 
investments 
Where the 
dividend or 
interest is 
received 
"less tax” or 
"free of tax,” 
you should 
state so 


Describe each 
source of the 
income. 

If any income 
from employ- 
ment entered 
here, state 
period to which 
^figure relates 
and name 
address of 
employer. 


Enter gross 
amount payable 
in the year. 


U from 
a Building 
Society, give 
name of 
Society. 


The declaration in Section G, at the foot of page 3, must be completed. 


STATEMENT OF INCOME PROM EVERY SOURCE. 


INCOME FROM WAGES 
For whole of Half-Year 
ending — 

5 October. 1936 


Wages. 


Particulars of Expenses (if any) incurrec 
Half-Year exclusively for the purposes of i 
ment, and claimed as a deduction from i 
[See Note 10 on end 


£ 


Income from any Pension receivable by jou. other than a Wounds Disablement 
or Disabihty Pension { Full year’s income to be slated 1/ none, wnlt“ None") 


Income from any Property you own {Full year's tncome to be staUi If none, 
wnle "None") — 


Income you receive from any Dividends, or from Interest on War Loan, Funding 
Loan, Victory Bonds, or Bank (lacludmg Savings Bank) Accounts or Deposits, 
or from other Interest 

[The accumulated Interest on National Savings Certificates is not taxable and 
should not be included Interest from Industrial and Provident Societies (including 
Cooperative Societies) on mortgages, loans deposits o'sharecapitalsbould be included 
but not Dividends on Purchases] — 

{Full year’s tncome to be stated If none, vrtte "None”) — 


Anymeome not entered elsewhere on this page. {FuUyear's income to be slated If 
none, rmte "Nontl’) j— 


Wife's income, if not included above. {If none, write "None”) — 


CITABG ES i- ^Full year’s charges to he entered If you do not pay any Ground 
Rent or Interest on Mortgages or Loans, write the word "None ') 

Ground Rent oa — — — — — 


Interest on Mortgage or Loan - 
at.-~~-per cent. on~~ 


.»from.~ 

..rifrom— 


Form I {continued) 
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Jive the following particulars - . * Note 2 on enclosed sheet.' 




IBT OF REUEFS THAT MAY BE CLAIMED BY FILUNG UP 
THE ACCOMPANYING FORM, 

Rdief from tax may be claimed by mdividuals on the following amounts of net after dednctizu; 

any annual charges such as ground rent and interest on mortgages or loans • — 

(1) On one-fifth of the net wages as earned income allowance, subject to a maximum allowance (m. the 

case of big earned incomes) of tax on £300. ' 

(2) On one-fifth of the net amount of any income Other than earnings, whem the total moome from all 
sources does not exceed £500, and either the taxpayer, or his wife living with Inm, was 65 years of age or more 
on 6 April, 1936 * 

(3) On £100, or, in the case of a mamed man whose wife is hving with him, on £180 as a PonBonal 
Allowance for the year t Where the mcome is wholly earned, 'these allowances, added to the allowance on one- 
fifth explained in Note (1) above, give rehef on £125 and £225 respectively. [Where a mamed man’s total 
mcome mdudes any earned mcome of his wife, an additional allowance may be claimed on four-fifths of the 
amount of the earned mcome of the wife, subject to a maximum additional allowance of tax on £45 for the year ] 

Where, however, the total income from all sources does not exceed £125, K5ei>imj\hnyt fixinx tax will be 
allowed, and where the total mcome exceeds £125 but is less than £140 the tax payable on the total 
income will be reduced, vdiere necessary, sp as not to exceed one-fifth of the amount by whidi the total 
mcome exceeds £125 

(4) On £50 for the year to ® a widower who has a female relativet of his or of his deceased wife resident 
with him (a) for the purpose of havmg the charge and care of any child or adopted child of his m respect of whom 
the deduction for children [see Note (6)] is allowed, or (6) m the capacity of a housekeeper, or 0i) a widow who 
has a female relativej of hers or of her deceased husband resident with her for the purpose § 

If the widower or widow proves that he or she has no such female relative who is able and willing to 
such charge or act m such capaaty, the same allowance may be dauned m respect of some other femme person 
employed for the purpose ^ 

(5) On £50 for the year to an unmarried person who has hvmg with him and maintains at his own expense 
either his mother (being a widow or hvmg apart from her husband), or some other female relativej, for the purpose of 
having the charge and care of any brother or sister of his in respect of whom the deduction for children or adopted 
children [see Note (6)] is allowed § (A female taxpayer may claim m respect of either her mpther or a female relative 
m the circumstances set out ) 

(6) On £60 for the year m respect of each Child, step-child or adopted child who is hving and under the 
age of 16 years at any time within the year ending 5 Apnl, 1937, or who, if over that age on 6 April, 19^, is 
receivmg full-time mstraction at any college, school or other educational establishment. (" Adopted child " 

for this purpose, a child of whom the taxpayer has the custody and whom he or she mamtams )§ 

No relief can, however, be given m respect of any child or adopted child who has mcome or earmngs above 
£60 a year (excluding any mcome from a scholarship or bursary) 

• t t § See notes overleaf. p* T O. 


(7) On £25 for the year m respect of any person whom the taxpayer mamtams at his own expense, and who 
is 0) a relativef of his, or of his wife, and mcapacitated by old age or infirmity from mamtaming himself or herself, 
or (u) his or lus wife’s widowed mother, whether mcapacitated or not, or (m) his daughter who is resident with him 
and upon whose semoes he is compelled to depend by reason of old age or infirmity. (A female taxpayer may 
claim m respect of (i) a relative of hers or of her husband, or (n) her or her husband's widowed mother, or 
(m) her daughter, m the circumstances set out ) 

No rehef can, however, be given under (i) or (u) if the dependent relative or widowed mothar has mcome, 
exdudmg voluntary allowances, above £50 a year 

Where two or more persons jointly maintain a dependent relative as above, the rehef from tax on £25 
is to be divided between them accordmg to the amount or value of the contributions made by each of 
the persons 

(8) Further rdief is allowable eqmvalent to a reduction from the standard rate of tax of 4/9 m the £ to 1/7 
in the £ on the net income, up to £135, not relieved from tax by the foregoing allowances. 

(9) An allowance is also given, subject to certain restnctions, m respect of— 

(i) Premiums paid f<«r Insurance on the taxpayer's Life or on that of his wife (but iwt tax 
Insurance on the life of any child or other person, or for any payment m respect of National Health 
or Unemplo 3 unent Insurance) 

fii) So much of any Contributions to a Trade Union or Friendly Sooety as is for Death or 
Superannuation Benefits. 

0ii) Compulsory contributions under the Widows’ Orphans' and Old Age Contributory 
Penmens Act, 1925 (The allowance will be made without a claim ) 

(10) t A deduction may be claimed for any payments on account of toola^ explostveSi, and rimSar expenses 

inoQtted exoiasiyely lot the purposes ol the employment 


• allowance mzy also be due where the total income does not greafly exceed tow. «-iuw» — .jr — 

obtained fcomt he^ ^ p^ tor^^T^ applies also^jin^^certain cooditioos, in too case of a mamed man who proves that his wife, 
.... Uj* custody and whom ho <w 

' S reliefs in reaoect of a relativo referred to m notes a ana o. ann m respcBc to an adopted child r^««re<i to 

n No deduction from wages is allowable in respect of toe cost of travellmg to and from toe place of mxjioymmt, or toe 
additional coat of lodgung away from. home. 


Pnrtiier information may be 


HI (Ins.) 


eSMM) WUSSM/SiaS 3407,190 0/90 Hw G.SM/11 


Form I (enclosed sheet, face and reverse) 
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The sense of public service that this implies is hard for the 
average citizen of the United States to understand. It may- 
be a point where the only explanation that is reasonable is in 
terms of the traditions of the English and where the reenact- 
ment of similar provisions in the United States would be 
doomed to failure. ^ 

In the execution of the income tax assessment in England 
there have been developed some interesting forms to assist in 
communications between the local Inspector of Taxes and the 
individual taxpayer. The number of detailed matters covered 
by these forms would almost make one think that there was 
never the necessity for the Inspector of Taxes to write an indi- 
vidual letter. After the returns from the local employers report- 
ing the wages paid to their employees have been received and 
the other sources of information with respect to those in the 
district subject to the tax have been received, the local Inspector 
will send to these persons the preceding form and enclosure. 
(See Form i.) This will be filled out by the taxpayer and 
returned to the Inspector's office for the computation of the 
tax liability. If return of income and requests for reliefs are 
not made out in a clear and satisfactory manner or there is some 
question as to the request for reliefs, the Inspector's office will 
send out individual forms to obtain the necessary information. 
An example of this type of form is presented here. (See 
Form 2.) 

All the returns of income and requests for reliefs should be 
in the hands of the Inspector by the third week in May for 
wages received during the last half of the previous year. The 
notice of assessment for this period will go out between the 
first and tenth of July. At the same time as the taxpayer is 
notified of his tax liability, the Inspector will also notify the 
collector on a special form used for this purpose. A copy of 
the notice of assessment sent to the taxpayer is presented here. 
(See Form 3*) It should be noted that this still gives the 
taxpayer 21 days in which he may file a notice of objection. 
As similar procedure is followed for the wages and other income 
received in the first half year, the notice of assessment in this f 
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case is sent out between the first and tenth of January of the 
following year. 

In the internal administration there is equally impressive use 
of the printed form as a means of maintaining records and 
carrying on interdepartmental business. Although these forms 
cannot be reproduced due to their coilfidential nature, the author 
was given permission to inspect them and can attest their gen- 
eral usefulness in carrying on the activities of the administra- 
tion. Registers of employers and employees are maintained 
where there is a continuous record at all times covering the 
past four years. It is the duty of the office which finds that 
one of its taxpayers has moved or changed employment in such 
a way as to make him liable to income tax in another district, 
to notify that district. In this way there is avoided some of 
the evasion that is bound to result from the migration of the 
wage earner. 

The advantages of the British system of decentralization, 
with a coordinating central administration, are great. If a 
refined type of income tax is to be used in the lower brackets 
it would be impossible to think of its successful administration 
without some such scheme. Extensive decentralization permits 
the Inspector to become familiar with the district for which 
he is responsible and thus assures the minimum evasion, while 
the maintenance of the expert in the central office permits the 
development of a consistent policy and the convenient settlement 
of questions that are broader than the single district of the local 
Inspector. One point where the expert in the central office has 
proved himself particularly useful is in the determination of 
the amounts to be granted to the weekly wage earners in par- 
ticular trades. With the existence of unions with membership 
including the whole of the British Isles the need for the uniform 
settlement is clear. It should be stated, however, that although 
there is little complaint about the administration of the income 
tax on the weekly wage earners and while it is believed that the 
maximum amount of fairness is achieved by virtue of the excel- 
lence of the work of the administrators and their reasonable atti- 
tude, the attitude of the administration is one of distinct coldness 
toward the extension of the principle to include a greater pro- 
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INCOME TAX. 


Year ending 5 April, 1936* 



Allowance of Tax on One-Mh of Total Income. 

If you are entitled to claim any allowance for the above year under the 
provisions set out below, you should complete page 2 of this form and return, 
the form as soon as possible to 

H.M. Inspector of Taxes, 



PROVISIONS AS TO THE ALLOWANCE 

A deduction may be claimed of Income Tax on one-fifth of the amount of the 
claimant’s total income from all sources if he proves that at the commencement of the 
year of assessment either he or, m the case of a married man, his wife living with him was 
of the age of sixty-five years or upwards and that his total income for the year of assess- 
ment docs not exceed £500 

Where, but for the fact that his total mcome exceeds ^500, the claimant would be 
entitled to an allowance as aforesaid, he may claim to have the amount of the income tax 
payable in respect of his total income reduced, where necessary, so as not to exceed a sum 
equal to the aggregate of the two following amounts, that is to say, the amount of the tax 
which would have been payable if his total mcome had amounted to, but had not exceeded, 
£ 500 , and one-half of the amount by which his total income exceeds ;^500 

Provided that where any deduction is made under this head no deduction in respect 
of the allowance for earned income can also be given. 

No. 11—0. •M15892/1031 12/34 50 000(A) M4C(Wai-) 630 (P T O 


Form 2. British Income Tax Blank — Allowance of Tax on One-Fifth of 

Total Income 
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' 

• 


Page 2. 



( 1 ) Name of claimant who was 65 years of age or more on 

6 April, 1935, or 

61 ) in the case of a married man under 65 years of age, name 
of his wife living with him and 65 years of age or 
more on 6 April, 1935 

Date of Birth 

Surname 

1 . 

Full Christian Names 

2 

3. 





I declare that the particulars given above are true and correct to the best of my 
knowledge and belief, and I claim, the rehef to which I am entitled by reason of the 
facts stated 

Signature, 

193 


Form 2 (continued) 
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Form 3. British Notice of Assessment to Income Tax 




pI'K* ngard » j ' BKr p€gt. m tkt Instruchont printed 9WrU^f) 
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portion of the lower income groups, and of doubt as to the 
practicability of the present level of exemption. 

The Taxation of Small Incomes in Australia 

In the Australian states in the depression years there have 
been very interesting developments m the direction of extending 
the state income taxes into the field of the lower brackets. 
Although the Commonwealth also imposes an income tax, the 
exemptions are relatively high (£250 plus allowances for wife 
and children) and the administrative techniques used are not so 
interesting as those found in the states. 

The six Australian states have all imposed an income tax 
on their citizens for some years. However," these taxes provided 
for exemption of amounts comparable in most cases to those 
granted in the United States; and, other than the interesting 
development of the granting of medical expenditures as a proper 
deduction and the administering of the Commonwealth tax by 
five of the states and the administering of the state tax by the 
Commonwealth in one case, there is little to be learned from 
these taxes regarding the problem of the direct taxation of small 
incomes. With the depression, however, there came an interest- 
ing development. This was the adoption by all the states of 
some new form of direct tax on the wage earner or a new low 
exemption income tax. 

These new taxes may be divided into two types. One is the 
wage tax which is used by New South Wales, Queensland, and 
Western Australia, and may be characterized as a gross wage 
tax with exemption of wages below a definite level but with 
none of the deductions and allowances which are associated with 


69 The writer is indebted to Professor Robert Murray Haig for much of 
the material presented in this section. Professor Haig has not only given 
the writer access to much of his own material not available in this country 
but has also made available his notes on talks with many of the administra- 
tive officials in Australia made on the occasion of his recent trip to that 
country to study its tax system 

Unless otherwise noted, the basic provisions of the law were obtained 
by reference to The Law Book Company's Taxation Service, Sydney Aus- 
tralia, a service that sends out monthly memoranda to keep the subscriber 
posted on the changes in the law. 

New South Wales, Victoria, Queensland, South Australia, West Aus- 
traha, and Tasmania. 
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the personal income tax. Although there may be differentials 
in rates giving a sort of progress! vity and lessening the impact 
of the tax on the man at the margin, it is probably closer to 
the Social Security tax now charged the employees in the United 
States than it is to the true income tax. In New South Wales 
the tax is so crude that there is no provision for its adjustment 
in cases where the weekly wage is above the exemption limit 
(£2), and the tax therefore deducted, but the wage paid for 
only a few weeks. The result is that it is possible for the regular 
worker whose wage is just below the exemption limit to be free 
from tax, whereas another worker who is unemployed for a part 
of the year and receives a total income for the year of con- 
siderably less than tht worker who is exempt may make a sub- 
stantial payment. In these wage taxes there is, in all three cases, 
the requirement that the employer deduct the tax from the wage 
as paid, and in the cases where there is provision for rebates 
or other adjustment of the final tax liability he is also required 
to give the employee a receipt in the form of a stamp to be 
kept by the worker and placed in his wages book and presented 
at the time when claim is made for the rebate. 

This type of tax as used in Australia is of interest in this 
study not as an example of the type of lower bracket income 
tax that might be profitably adopted in the United States, but 
as an example of the thing that might result from the plea for 
the more extensive taxation of the lower bracket income. Appar- 
ently there is not sufficient opposition to this sort of crude 
measure of taxable capacity to prevent its adoption and the 
tax officials feel that a more refined tax would be impossible 
to administer without excessive costs or extensive evasion. 
Another factor is that the purpose of the tax is tfsually to finance 
unemployment relief. Although there are, of course, high costs 
of compliance, there is no evidence that the employer has been 
especially annoyed. The advantages of this type of tax are 
believed to be that it is definite in the imposition of its burden 
regardless of the inequities of the eventual distribution, and 
that it is a good revenue producer with the minimum cost of 
collection. Other than these practical points, there is little that 
can be said in its favor. 
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In contrast with the crude measure of taxable capacity used 
in the states mentioned above, the states of South Australia 
and Victoria have found it possible to lower the level of the 
exemptions under the income tax and still maintain the advan- 
tages of the more refined type of personal income tax as used 
in the upper bracket ii^come tax. In Victoria the tax is 
known as the Unemployment Relief Tax and provides for a 
basic exemption of only £105 for single persons and £175 for 
married persons. In South Australia the regular income tax 
exemptions were lowered to a basic exemption of £100 and £30 
for wife and also £30 for each child. In both cases the income 
is assessed on a yearly basis and full allowance is made for the 
normal deductions of the personal income' tax. All income from 
all sources is included in the final assessment. 

In the administration of these taxes there has been developed 
a novel variation on the usual deduction at the source. This 
unique system of administration grew out of the difficulty with 
which the government of South Australia administered the 
income tax after the rates were raised to new high levels in 
1930. It was found in South Australia that there were many 
wage earners who were not able to pay the tax due in one lump 
sum, and the administration was therefore forced to accept 
payments by installments. As the tax was continued there was 
developed a system whereby the employees of an establishment 
could band together in a group and pay the tax in installments 
through a representative. As this use of the group scheme 
proved to be a success, the Commissioner of Taxation worked 
out a scheme whereby the employer could deduct a regular 
amount from the wages paid to the workers, remit this to the 
government, and then give to the worker a tax stamp of a value 
of the amount deducted from the wages. These stamps are held 
by the workers until the amount of the deductions as represented 
by the stamps is sufficient to meet the tax assessment for the 
year. If there are not sufficient stamps to meet the assessment 
when it is due, the balance is payable in cash or, if the value 
of the stamps proves to be too great on the final determination 
of the total liability after full allowance is made for the proper 
deductions, the government makes the necessary adjustment on 
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the presentation of the stamps with the final assessment. To 
prevent unnecessary deductions and rebates of stamps, the 
worker can get a certificate of exemption from the tax authori- 
ties which may be presented to the employer to authorize him 
to pay the wages in full. The granting of a certificate of exemp- 
tion is carefully checked and if th^ employee has any tax due 
from previous years it may be collected by the refusal of the 
certificate. Before a certificate is granted, there is also a check 
made on the taxpayer's record of the previous five years and 
in this way it is possible to collect tax from defaulters of previ- 
ous years. This check is so thorough that it is reported that 
there are taxpayers who permit the deduction to be made and 
will sell the unnecessary stamps at a discount to avoid the charge 
and penalty of past evasion. 

The success of the plan is attested by two students of the 
operation of the tax who are fully familiar with the Australian 
situation. Professor Hytten of the University of Tasmania 
makes the following comment : 

Experience so far seems to show that the scheme is an unquali- 
fied success. Its success in providing a more regular flow of revenue 
may be measured by the fact that on April 30 this year 85 per cent 
of the estimated total yield of the income tax had been collected, 
as compared with a collection of 67 per cent at the same date in 
1931. The reason is that all employees and a great many other 
taxpayers commence their payments right at the beginning of the 
financial year, and will in many cases have paid their full tax by 
the time they get their assessments. There is a definite benefit to 
the Treasury in this early revenue, in that it helps save interest on 
overdrafts, and it is particularly welcome at a time when bankers 
are viewing Government overdrafts with growing disfavor. 

The scheme has shown another rather unexpected advantage to 
the Treasury in that it has stopped a great deal of evasion. This 
arises from the necessity for employees to obtain a certificate of 
exemption from the taxation department as an alternative to the 
automatic deduction of a shilling in the pound. Whenever an em- 
ployee seeks such a certificate the department carefully checks his 
past returns, and in numbers of cases it has found that a person 
has failed to submit returns for years past . . . The scheme is 
still in its infancy, but the general feeling in South Australia is one 
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of satisfaction, on the part of both the Government and the tax- 
payers. It suits the majority of taxpayers, who find a difficulty in 
the heavy tax in one lump sum at 30 days notice, which 
owing to the frailty of human nature, always seems far too short/^ 

A representative of the Taxpayers' Association seemed to be 
equally enthusiastic about the merits of the South Australian 
scheme. He stated in his presentation of evidence before the 
recent Royal Commission on Taxation that, 

In respect of wages and salaries we favor the system inaugurated 
by South Australia and subsequently adopted by Victoria. . . The 
reason we say we support this scheme is that we think that it has 
the advantage that it does put a net aroun^ taxpayers that might 
otherwise escape, but at the same time it leaves the system of deduc- 
tions of concessional allowances.*^^ 


In Victoria a scheme practically identical with that found 
in South Australia has been adopted as the result of the failure 
of a stamp duty on wages collected at the source for the purposes 
of unemployment relief. At the time of the hearings before the 
Royal Commission, the tax had not been in effect long enough 
to test its reliability but its record in recent years has been 
reassuring. One protest was raised against the newer levy on 
the ground that it might become a stepping stone to the unde- 
sirable gross income tax in the event that the administration 
proved to be too difficult or the costs of collection too high. 
The number of rebates that are necessary under either of these 
two schemes is, of course, at best rather large, and will doubtless 
increase the cost of administration by a considerable amount 
over that which might be expected with the use of the gross 
tax. Another objection to the new tax, raised on the theoretical 
consideration of the question without basis in practical experi- 
ence, was that the large number of overpayments would be hard 
on the taxpayer. This objection seems to be met, in part, by the 


Source, » The Economic 
^ 5 j December 1932, pp 278-281. 

^-Evidence of Clifford H. Browne, Accountant testifying for tbe Tax- 
pyer s Association of South Australia, Report of Proceedings of the Royal 
Taxation, Commonwealth of Australia, 1934 (mimeographed). 
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statement of the South Australian administration that the work- 
ers in that state use the income tax books for the purpose of a 
savings bank. Although this will increase the number of rebates 
that will be made, it would seem to indicate that this point can 
be exaggerated. 

Lack of familiarity with the details of the administration 
and of a thorough understanding of the environment in which 
these novel income taxes are used prevents the forming of any 
positive conclusions as to their merit. This is particularly true 
if it is desired to appraise the usefulness of similar schemes in 
the United States. What is natural and very practical in one 
country may not wo^k at all in another. It may be concluded, 
however, that the system worked out in South Australia with 
the payment on account of the income tax, collected from wages 
at the source, is worthy of special consideration. This scheme 
is of great usefulness, however, only in cases where there are 
regular wage payments to employees, as it is necessary to have 
the cooperation of the employer to give the real advantages of 
the system. There are still the problems of the determination 
of the tax liability of the independently engaged person in the 
lower brackets, particularly the farmer, and the prevention of 
evasion on the part of these people. To be sure that income of 
the wage earner, other than that received in the form of wages, 
is fully accounted for is still a problem that requires the best 
administration and the cooperation of the taxpayer. Possible 
difficulties also arise if the employer does not make full returns 
of wages. In New South Wales the field audits of the Wages 
Tax returns made by employers reveal from 25 per cent to 
33 per cent of the employer returns contain some irregularities. 
Although our own employers have seemed to cooperate in the 
administration of the social security tax, it is possible that the 
addition of another set of records for them to keep would result 
in a worse reaction and the complete failure of a similar 
measure. 

An interesting observation on the practicability of the Com- 
monwealth's adoption of the source method of collection of the 
income tax from salaries and wages was made by the Federal 
Commissioner of Taxation. He said : 
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I do not favor the proposal now for Federal purposes (source tax 
of salaries and wages). I understand my views are held in some 
State taxation circles as the Federal scheme superimposed on the 
State scheme would prove extremely difficult in regard to adjust- 
ments.’^® 


This is a point that should he carefully considered by the pro- 
ponent of the direct taxation of small incomes in the United 
States, with the hope that there would result a great increase 
in the amount of tax consciousness. As has been suggested 
above, tax consciousness requires that there be a clear dis- 
tinction maintained between the different levels of government, 
and if it is to be obtained by the use of the lower bracket income 
tax, requires that both the states and the federal government 
use this type of levy. 


The Taxation of Small Incomes in Germany 

Since the development of the Prussian income tax in the 
latter part of the 19th century the personal income tax has 
been an important source of German tax revenue. One of the 
chief characteristics of the law is the extremely low level of the 
personal exemptions. The result has been to obtain a large part 
of the total revenue from the taxpayers in the lower brackets. 
In recent years incomes under 5,000 reichsmarks, or approxi- 
mately $2,000.00, have yielded about 45 or 50 per cent of 
the total income tax revenue and about ro per cent of the total 
German federal, state and local revenues.'^® Although there are 
certain difficulties in the interpretation of the present laws, the 
stress placed on the taxation of small incomes in Germany 
makes it desirable to include in this study whatever information 
is available.’^* 


Evidence of Robert Ewing, Federal Commissioner of Taxation, Report 
oj Jrroceeamgs of the Royal Commission on Taxation, op. cit., p. 4129. 

• assumed to be 40 cents. Although this 

IS the official exchange rate it is generally believed to be too high in terms of 
general purchasing power. The complexity of the current exchange controls 
and the uncertainty of internal price conditions in Germany make any as- 
sumption as to the proper conversion rate rather unsatisfactory. 

g Rto>Ustisches J ahrbuch fiir das Deutsche Reich, Berlin, 1935, 1936, 1937, 

indebted to Georg Dobriner for assistance in the develop- 
ment of this section. Mr. Dobriner served in the German tax administration 
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The German personal income tax is levied on total net in- 
come.'^'' The deductions from gross income include expenses 
necessary for the acquisition of the income and certain special 
expenditures, such as insurance premiums and payments to 
building and loan associations. The allowance of special ex- 
penditures, which until recently included such items as church 
taxes and outlays for female domestic help, is granted without 
proof up to an amount of 200 reichsmarks and beyond that 
amount up to an upper limit which varies with the family status 
of the taxpayer.'^® 

After the computation of the net income there is granted 
the exemption of a minimum graduated according to the family 
status of the taxpayer. This allowance has certain demographic 
connotations as the allowance for dependent children is greater 
for the third child than for the second and is still greater for 
the fourth and each succeeding child until the tenth. Additional 
relief may be granted in the form of a reduction of the tax 
liability if the taxpayer can prove “extraordinary economic con- 
ditions which considerably influence the taxpaying capacity of 
the person liable to taxation ... if the income does not exceed 
20,000 reichsmarks.” 

The granting of relief for extraordinary economic conditions 
is at the discretion of the administration. Considered as ex- 
traordinary economic conditions are unusual burdens arising 
“through maintenance of children or needy relatives, even if 
they do not belong to the household of the person liable to 
taxation and through other necessary expenditures which do 
not belong to the special expenditures . . . , in particular, ex- 
penditures on account of sickness, death, or accident.” 

Reference to Table V indicates the severity of the present 
level of exemptions. This is increased by the fact that, with 

for nine years. He is familiar with the assessment procedures and the inter- 
pretation of the law, having been trained and having served both in legal and 
administrative work. 

German Income Tax Lams, edited in the office of the general counsel 
for the Department of the Treasury, Washington, 1938, pp. 3-5. Hereafter 
cited as German Income Tax Laws. 

78 (German Income Tax Laws, Article 10, pp. 7 “ 8 * 

German Income Tax Laws, Article 33, p. 16. 

80 Ibid. 
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the exception of children’s wages, the income of husband, wife 
and minor children is considered as that of the family head and 
assessed as a single income. This results in the granting of 
the exemptions and allowance for special expenditures only once 
and the application of higher rates on a joint income than would 
be paid should they be rept)rted separately. 


Table V. Income Tax Exemptions and Allowances for Special 
Expenditures in Germany * 


Family Status 

General 

Exemption 

Allowance for 

Special Expenditures 

r 

Minimum Maximum 

Single Persons 

(in reicl 
560 

1 

bsmarks) 

200 

500 

Married Persons: 




without children 

825 

200 

800 

with I minor child 

1125 

200 

1 100 

with 2 minor children 

1425 

200 

1500 

with 3 minor children 

1925 

200 

2100 

with 4 minor children 

2550 

200 

2900 

with 5 minor children 

3800 

200 

3900 


* Source: German Income Tax Laws, p 27. 


To assist in the collection of the income tax from persons 
engaged in nonindependent work there is a special wage tax 
collected at the source. Source collection is also used for certain 
types of capital incomes. The wage tax is applied to all wage 
incomes up to 8,000 reichsmarks and if the total income does 
not exceed this amount relieves the taxpayer from further lia- 
bility. If the total income is over 8,000 reichsmarks, the 
amounts collected at the source are credited against the total 
tax liability. 

To assist the employer in the determination of the wage 
tax a schedule has been prepared for his use computing the 
tax on the basis of gross wages paid. The wage tax exemptions 
include in lieu of the 200 reichsmark deduction for special 
expenditures and the allowance for extraordinary economic 
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conditions, a deduction of 468 reichsmarks a year or 39 reichs- 
marks a month. If the wage earner can prove that his status 
is such that he is entitled to more than this amount he can obtain 
the balance by application to the local tax office. The employer 
is further assisted by the preparation of schedules of the tax 
due on the basis of monthly, weekly, daily, and hourly wages. 
The official table is computed on the basis of a monthly wage 
but there are the other tables computed by the administration. 

Until the depression of 1930, the wage earners were treated 
with every consideration shown other taxpayers. Although the 
rates were high, they were not out of reason if considered in 
comparison with th^ rest of the tax structure. However, with 
the development of a deflationary policy in the early 1930’s it 
became popular to demand heavier taxation of the small income 
groups. This was backed by the statement that only in this way 
could the laborer, white collar worker, and small business man 
be made responsible citizens. In view of similar arguments 
advanced in this country it is interesting that the writer has 
been advised that rather than lead to better citizenship the net 
result was the ultimate loss of confidence of the masses in 
their post-war leadership. Particularly distressing to this group 
was the abolishment by decree in 1931 of all refunds of wage 
taxes overpaid during the year. The refunds were the normal 
consequence of the fact that the monthly or weekly wage from 
which taxes were deducted might not continue for the entire 
year and even might not be large enough to require the payment 
of any tax after the yearly allowances had been accounted for. 

Although it is logical to believe that this inequitable treat- 
ment of the wage earner could be justified on administrative 
grounds, the writer has been informed that a more pressing 
reason was the desire to increase the government’s revenues by 
approximately 66,000,000 reichsmarks, the amount of the re- 
bates formerly granted to wage earners. Whether or not this 
sort of procedure is inevitable if the administration makes use 
of the rebate procedure cannot be proved by this one example. 
However, if this country follows the suggestion of those who 
would shift the tax burden from their own shoulders to those 
of the wage earner with the argument that this is the way of 
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a democracy, there is no telling what the eventual outcome of 
the policy may be. There is still a case for the proper sort of 
tax consciousness, but if used as a means of avoiding the proper 
distribution of the burden it may as well lead to Hitlerism as 
to the utopian democracy of the future. 

Although the comparison«of the German and American law 
is of interest it is the administrative techniques which the Ger- 
mans have worked out that are most valuable to the student 
of American taxation of small incomes. In this connection, 
however, it should be remembered that the present German 
government is not comparable to that in a democracy and that 
even in the post-war republic the attitudes of the people and the 
type of public servant differed greatly iVom this country. 
Administrative institutions cannot be transplanted from one 
environment to another. However, basic rules of procedure are 
made more obvious by the study of the strength and weakness 
of other systems. 

Seligman’s comment on the administration of the successful 
Prussian income tax of 1891 is an indication of the degree to 
which differences of attitude may affect administrative pro- 
cedure : He said : “In the second place, the administrative meth- 
ods employed in Germany, and especially in Prussia, would be 
impracticable almost an3rwhere else. In no place is the bureauc- 
racy so powerful. Nowhere else are the people so meek in the 
face of officialdom. In no other country of the world would 
it be possible to enforce so inquisitorial a procedure as we have 
learned to be customary in Prussia.” This comment might 
have been made today with equal force. Although it is probably 
too strong for the practices which prevailed under the republic 
there is little question that the old Prussian tradition had its 
influence on the procedures followed at that time. 

One of the most interesting features of the old Prussian law 
which has been retained up to the present time is the practice 
of making a yearly census of the total population in order to 
ascertain all persons subject to taxation.®^ The municipal tax 

SI Seligtnan, Edwin R A., The Income Tax' (2nd edition), New York 
1914, p. 271. ’ 

Ibid., p. 252. 
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administration conducts the census and gives a copy of it to 
the local federal tax offices. The information is kept up to date 
by the requirement that there be given to the local police a 
record of any transfer of residence, copies of which are sent 
to the municipal and to the local federal tax administrations. 

The census is taken each year @n the tenth of October by 
the municipal tax office. Shortly before this date a census form 
is issued to all landlords or landowners in the municipal district. 
The form requires the statement of the name, occupation, date 
of birth, and family status of all residents. If the tenant is a 
new resident, statement of the place of payment of the income 
tax the previous year is required. Servants and guests are 
included to avoid the possibility of omissions. Inquiry is also 
made into the conduct of business on the premises. Once the 
census is complete, it is used for the preparation of a list of 
natural persons, corporations, and business enterprises by the 
municipal tax office. This list is forwarded to the local federal 
tax offices and is then used by them as the determination of 
the taxable entities within each district.®® 

As far as the writer is able to tell this yearly census is a 
feature of the German administration not found in other coun- 
tries. As detailed records of all residents have been maintained 
over a period of many years for military and police purposes, 
an additional listing for tax purposes does not strike the German 
as being unusual. However, if similar methods were tried in 
the United States or Great Britain the public might be expected 
to register a vigorous protest, even to the extent of discrediting 
the entire tax program. 

Although an unusual feature, the yearly listing of all resi- 
dents plays an important part in the administration of the tax 
on small incomes. Through this census is exercised the control 
of all recurrent taxation. It is especially useful as a means of 
checking whether or not every taxpayer has filed the returns 
due from him. 

In the case of the assessed income tax, the procedure followed 

For an example of the form used see : Reichssfeuerblait, Tg24, Reichs- 
finanzministerium, Berlin, pp. 190-193 This form was in use as late as 1934 
but there is no assurance that it has not been changed since that date. 
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is not out of the ordinary with the exception of the use of the 
census mentioned above. In the case of the wage tax, however, 
there is a procedure used which is worth describing in some 
detail. The first step in the assessment of the wage tax is the 
mailing, by the municipal office to all persons listed in the census 
as wage earners and subject«to the wage tax, a tax card between 
the date of the census and the first of December. On this card 
is listed the name, profession, address, family status, and num- 
ber of children of the taxpayer. Space is provided for the nota- 
tion of changes in family status and for recording specially 
granted tax free amounts for special expenditures and extraor- 
dinary economic conditions. On the second page of the card 
there is space for the recording of wages paid and taxes de- 
ducted. On the third page are instructions to be followed by 
the employer and the employee, and on the fourth page is place 
for the recording of the municipal poll tax which is based on 
the wages received for the previous year.®^ 

As the tax card is the basis for the collection of the wage 
tax, the recipient of the card must make the proper adjustments 
if he is to receive all allowances. As the census information 
takes care of the adjustment for family status it is the problem 
of the wage earner to see that his allowance for special expendi- 
ture and extraordinary economic conditions does -not exceed 
the 468 reichsmarks a year allowed in the basic wage tax exemp- 
tion. If the taxpayer can prove that he is entitled to additional 
allowance, he will make the proper application to the local branch 
of the federal tax office and if the additional amount is allowed, 
it will be entered on the tax card. 

Determination of the proper amount to be granted for special 
expenditures or for extraordinary economic conditions does not 
present any special difficulty. However, there is a real question 
which arises when there is a claim for expenditures incurred 
in connection with employment. Such expenses are difficult to 
define and also difficult to check, as the borderline between per- 
sonal living outlay and expenses of employment must always 
be rat her vague. As is the case in Great Britain, the chief con- 

8^ For the form of the tax card see : Reichssteverblatt, 1931, Reichsfinanz- 
ministenura, Berlin, p. 805. ^ 
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cern of the administration is in the equal treatment of employees 
in similar positions. However, in contrast to the British method 
of the establishment of general allowance for different groups 
by consultation with their trade union representatives, the Ger- 
man administration grants authority to the intermediate prov- 
ince administrative offices to establish general rules for different 
employment groups. In the case of large firms with employees 
living in many different local districts, the local office in the 
district in which the plant is located ascertains the basis for 
the general allowance and furnishes the tax office of the em- 
ployee’s residence with the necessary information. Again in 
contrast with the British procedure, the German administration 
is confronted with !he problem of the determination of the 
proper allowance for a period when the income has not yet 
been earned and the expenses not yet incurred. In spite of the 
obvious difficulty of handling the large number of individual 
tax cards in the short period between the second half of Decem- 
ber and the first of March, the writer is advised that little diffi- 
culty is encountered and relatively few cases are brought to 
administrative or judicial review. Applications for additional 
tax exemption may be filed at any time during the year with 
the limitation that no allowance will be granted for the period 
before the submission of the application. 

After the necessary information has been gathered on the 
tax card and arranged in a manner that will tell the employer 
the exact amount that he is to deduct from each wage payment, 
the card is given to him and remains in his possession until the 
end of the year or the discharge of the employee. The employer 
is responsible to the federal administration for the regular re- 
mission of the amount collected from his employees and must 
! submit to a regular audit of his books. In order to facilitate 
this audit, the employer is required to maintain a separate pay- 
roll account for each employee containing the full information 
given on the tax card, including the number and the issuing 
municipality. In the account are entered at the time of wage 
pa3nnent, the amount of the gross wage payment, the tax de- 
ducted, and the period for which these payments were made. 
The tax deducted by the employer has to be paid over to the 
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federal tax office on the fifth and twentieth of each month, 
except in the case of small concerns with no more than five 
employees which can settle their liability on a quarterly basis. 

It is clear that the maintenance of such detailed records must 
involve the employer in considerable additional expense. Their 
apparent willingness to submit to the imposition of this addi- 
tional burden is perhaps another indication of the fundamental 
difference in the attitude of the German business man. How- 
ever, the relatively low cost of clerical help in Germany is a 
factor that may explain a part of the differences in attitude 
toward the assumption of burdens of this type. 

If the wages consist wholly or partially of payments in kind 
and the wages paid in cash are not sufficient to pay the tax, the 
employee has to pay the employer the amount necessary to pay 
the wage tax. If the employee, in addition to current wages, 
receives other receipts from the same employment, such as divi- 
dends or bonuses, these receipts are taxed at special rates. For 
single employees the rate is 16 per cent, for a married couple 
without children, 10 per cent, if there is one child the rate 
becomes 8 per cent, for two children it is reduced to 6 per cent, 
for three children 3 per cent, and if there are four or more 
children the rate becomes i per cent. The reason for this special 
rate for unusual income or non-recurring income is that the 
Germans believe that true income must be of a continuous nature 
and therefore feel that, in special cases where there is no reason 
to believe that the return will continue in the future, the pro- 
gressive rate schedule should not be applied. 

Although the author is not certain of the type of adminis- 
trative organization which is at present responsible for the 
assessment and collection of tax it is of interest to give a brief 
outline of that which prevailed before the rise of the Hitler 
regime. In general, it followed many of the principles that are 
characteristic of the British administration. Administrative au- 
thority was delegated in successive steps from the central author- 
ity down to a highly decentralized local administration which 
was the agency responsible for the greater part of the contact 
between the government and the taxpayer. 

The central authority, or Reichsfinanzministerium, was made 
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directly responsible to the government by the fact that at its 
head was a member of the cabinet. It was divided into separate 
units for the purpose of guiding and supervising the adminis- 
tration of different federal taxes. It was also the chief policy- 
forming agency. Under the Reichsfinanzministerium there 
were in Germany proper 23 pi^vince administrative areas 
(Oberfinanzamter) or intermediate district offices. These prov- 
ince offices were responsible for the supervision of the assess- 
ments of the local offices, the formation of rules of assessment 
supplementary to those issued by the central office, the adaption 
of general policy to their particular areas, the conduct of formal 
audits except for national concerns, and the hearing of com- 
plaints and the pasSlng of quasi-legal judgments on questions 
of fact and matters of the interpretation of the law. There was 
a special judicial branch of the province administration to handle 
these legal questions (Finanzgericht). The decisions were sub- 
ject to appeal to an independent supreme court (Reichsfinanz- 
hof) which heard only tax cases. 

Each province was divided into many local administrative 
areas (Finanzamter) which were responsible for the actual 
process of assessment and semi-formal audit. The assessor who 
was in charge of a single case in the local office was granted con- 
siderable discretionary power but was subject to the supervision 
of his administrative superiors. To make this possible the 
assessor was not burdened with routine work and was always 
in close touch with the head of the office, exchanging opinions 
freely. A trained clerical staff was responsible for the actual 
preparation of the individual assessment and the assessor was 
concerned only with the doubtful cases or matters of the proper 
interpretation of the law. 

In Berlin there were 35 Finanzamter for some 4,200,000 
people. In each office there were from six to eight assessors. 
A senior assessor was in charge of the managerial duties of the 
office but took only nominal responsibility for the assessment 
in any individual case. Each assessor was assisted by six to 
eight clerks. 

In an administration with the degree of delegation of author- 
ity to the local offices which characterized the German system, 
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its success is dependent on the ability of the government to 
obtain the proper type of official. Until recent years this -was 
assured by the fact that there was real incentive to go into the 
tax administration and that careful training was required. 
Most of the candidates selected were law graduates who had 
served a three-year court clerkship and had acted for some 
time as a magistrate. Upon appointment the candidate was on 
trial for a period of a year and if this probationary period was 
passed successfully he was eligible for a life appointment in 
three years. In this case there was the opportunity to rise in 
the ranks to the highest position. Additional incentive was 
provided by the favorable salary schedule and the social prestige 
that was connected with the position. E'ven the clerical staff 
was selected to a considerable degree from well-educated men 
and was trained carefully in the administrative procedures. 
Incentive for this group was provided by the possibility of a few 
qualifying for an assessor’s position with equal title, pay and 
rank. The great difficulty for this group is the fact that this 
position could only be attained after many years in the lower 
clerical position. 

Although it is difficult to weigh such intangible factors, per- 
haps one of the important reasons for the type of administration 
developed in post-war Germany was the tendency for the Ger- 
man people to place the interests of the state above those of the 
individual. Certainly this must be a factor in the appeal that 
public service had and still has for the average German. 

Another notable achievement of the German administration 
was its care in the development of public goodwill, at least until 
the financial difficulties of the depression brought about short- 
sighted modifications of the law in the interest of revenue. 
One of the chief means of developing the necessary goodwill 
was the maintaining of a sufficient number of local officers with 
long enough office hours to permit any taxpayer to seek advice 
from the proper official and have all complaints adequately 
heard. 

In conclusion it should be stated that although there are 
many features of the German law and administration that 
commend themselves to the attention of the United States, it 
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would be foolish to suggest that a comparable tax law could 
either be enacted or enforced in this country at the present time. 

Conclusions 

The administration of the direct tax on the small incomes has 
been found to present some very difficult problems. The assur- 
ance that there will not be considerable evasion is more difficult 
to maintain as the exemptions are lowered and the decision as 
to what is to be included in the definition of taxable income is 
found to be complicated by the fact that there would be in- 
cluded in this type of tax a new economic group unlike the 
present income taxpayers in the way in which their income is 
obtained. All evideifce available seems to indicate that there 
would be a considerable increase in the cost of collection of the 
income tax should the exemptions be lowered. How great this 
increase would be is impossible to determine, but it may be 
said with some assurance that the lower the exemption the 
greater the cost, granting that there is maintained the full pro- 
vision for exemptions and allowances. 

These conclusions as to the nature of the problem suggest 
that special care be used in the development of administrative 
organizations for the collection of this type of tax and that the 
methods used by the organization be carefully considered before 
they are applied to the actual administration of the tax. The 
experience of the British is of special value in the lesson it 
teaches as to the value of the flexible decentralized administra- 
tion and particularly as to the value of a well-trained and com- 
petent personnel. The Australian experience is equally valuable 
as it is most suggestive on the possibility of the development 
of special techniques to assist in the administration of a direct 
tax on the smaller income that is practical and at the same time 
equitable. 

As far as the problem in the United States is concerned, the 
experience of the states with the lower exemptions indicates 
that there are special difficulties to be faced in the determination 
of the tax liability of the small income group in the farm states. 
This is particularly unfortunate as it is these states that have 
tried the lower bracket income tax more frequently than the 
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others. There are also the states that are in need of a practical 
method of administration of this type of tax due to the low 
average level of their citizens^ incomes. 

The main conclusions that can be reached are that adminis- 
trative difficulties of the direct taxation of the small income in 
the United States are considerable and that the '‘go slow’' sign 
is posted at all crossings. The adoption of the tax by the fed- 
eral government would create a particularly difficult problem as 
the varying conditions in the different economic areas of the 
country would prevent the adoption of a simple administrative 
technique. On the other hand, the federal government would 
probably find that the development of adequate personnel would 
be easier than in the states. In any evenly it may be concluded 
that there should be a period of preparation before either a state 
or the federal government makes a drastic revision in the exist- 
ing level of their exemptions. Careful preparation for and 
anticipation of the greatest possible number of the special ad- 
ministrative problems that can be made would be the only way 
in which there would be even a fair chance of the successful 
administration of a levy of this type. 



CHAPTER 7 

CONCLUSIONS 

It is not the purpose of this study to present detailed recom- 
mendations as to what should be done about the direct taxation 
of small incomes. In conclusion it will suffice to summarize 
certain results of the analysis which may serve to give to the 
makers of policy a broader basis for the drawing of conclusions 
as to the desirability’of the suggested modification of the tax 
system. 

Some of the conclusions of the body of the study are favor- 
able to the increased use of the direct tax on small incomes, pro- 
vided the burden now imposed by the various indirect levies is 
reduced or removed, or if there is a general increase in the total 
tax burden. On the other hand, many of the results hoped for 
would be at best rather uncertain of achievement by the action 
suggested. In striking a balance, the weight assigned to the 
different factors will naturally vary with the different values 
attached to various objectives by the appraiser. The paragraphs 
that follow present the favorable factors and the unfavorable 
factors in summary fashion, in the hope that all points receive 
the consideration that is due. This is particularly important 
since the popular consideration of the issue has been notably 
superficial and lacking in appreciation of the complex nature 
of the issues involved. 

In the first place, the study shows that the fiscal productivity 
of the proposed step, while commonly exaggerated, would be 
very substantial. It is one way in which more money can be 
collected by the public fisc. Many people seem to feel that, if 
there is to be an increase in the aggregate amount collected in 
taxes, it will have to be obtained from some entirely new type of 
tax. This belief is based on the dissatisfaction with present 
taxes and the feeling that the chances of obtaining the neces- 
sary cooperation are better with a new type than with an old. 
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Although this is illogical as a simple statement of fact, there is 
probably some psychological basis for the belief that although 
there is only one well to be drained, it can be done more thor- 
oughly with two shafts than with one. However, it is clear that 
the facilities of the income tax shaft have not been fully utilized. 

On the basis of the assumption that there would be a cut in 
the level of the exemptions under the federal income tax by 
one-half, perhaps the greatest reduction that could reasonably be 
urged at the present time, the total increase in the federal re- 
ceipts would range from $200,000,000 to $500,000,000. As the 
federal deficits are still in the billion dollar range, the hope that 
the budget could be balanced by the simple expedient of lowering 
exemptions is unfounded. Moreover a lar^e part of the increase 
in the yield of the income tax as estimated above arises from 
increased taxes paid by persons already subject to the levy. The 
increase attributable solely to the direct taxation of incomes 
below the present level of exemptions would be less than half 
as much. 

The maintenance of the proper distribution of the tax burden 
is generally believed to be of importance second only to fiscal 
productivity. Although there is not complete agreement as to 
the desirable pattern of distributing the tax burden, it is believed 
that the use of the income tax in the lower brackets affords an 
opportunity to attain whatever type of distribution of the bur- 
den that is desired by the great majority of the people in this 
country. It permits the definite determination of the extent of 
the tax burden imposed in any case and makes possible the 
granting of such special allowances as may be believed to be 
desirable. If one believes, as does this writer, that the principle 
of progression should be effective throughout the tax structure, 
in general, except insofar as benefit levies are available and 
acceptable, the use of the income tax as an alternative to the 
present indirect taxes is the only way of attaining this goal and 
at the same time obtaining the necessary revenue. If one be- 
lieves that the very smallest income recipients should be relieved 
from any tax burden at all, it is practically impossible to assure 
this with the maintenance of any extensive use of the indirect 
taxes in common use today. It becomes necessary to use the 
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direct tax on small incomes, which permits the exemption of in- 
come recipients below any specified line. 

The maintenance of local independence and the use of the 
income tax to finance local expenditures is possible if shared 
taxes and subvention are used. However, as the local govern- 
ments are responsible for a large part of the existing tax burden 
and are often opposed to anything that seems to weaken their 
position, the use of the low^er bracket income tax will be most 
important in financing the expenditures of the states and the 
federal government. 

As a means of increasing the degree of tax consciousness on 
the part of the citizens of the state and federal governments, the 
direct taxation of small incomes has much to commend it. How- 
ever, the increase in the amount of tax consciousness that could 
be expected to result from the lowering of the exemptions is 
definitely limited and might be very small indeed if certain ad- 
ministrative techniques were used to avoid practical difficulties. 

The strongest point in favor of the use of the direct tax on 
the small income is the gain in equity that could be achieved 
should this tax be used as an alternative to the existing levies 
on the small man. The complete failure of the existing tax 
system to meet the goals of the proper distribution of the tax 
burden, as conceived by the author, make him particularly favor- 
ably inclined to attempt the gradual modification of the tax 
system with the eventual goal of the substitution of the income 
tax for indirect taxes. Reservations are made in cases such as 
the property tax where the removal of the present tax would 
grant undeserved bonuses and, in other cases, where a particular 
tax is to be justified on grounds other than ability to pay. 

Although this is not considered very important by the author, 
the fact should be frankly recognized that under ordinary con- 
ditions the income tax is subject to greater variation with the 
movements of the business cycle than many other alternative 
means of raising the same revenue. The majority of the stu- 
dents of taxation believe that, other things being equal, the 
better tax is the more stable tax. 

If one subscribes to the view that it is desirable to maintain or 
increase rather than decrease government expenditures, the addi- 
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tional tax consciousness that may be generated by taxing small 
incomes may prove to be unwelcome. The irritation o£ tax- 
conscious citizens may easily result in curtailment of a favored 
expenditure program. However, the uncertainty of an increase 
in tax consciousness should be recognized. 

The greatest limitation <to the development of the direct 
taxation of the small income is believed to be the difficulties of 
administration. The advantages of the superior refinement of 
this tax can be maintained only at the cost of a rather rapidly 
increasing administrative burden expressed as a percentage of 
the revenue collected as the exemption limit is lowered. Under 
the conditions which prevail in the United States, this adminis- 
trative problem may make it unwise to make a sharp reduction 
in the exemption level at the present time. If the exemptions 
are reduced only a little, there is, of course, the reduction in the 
extent to which the advantages of additional revenue, better 
distribution, and increased tax consciousness may be realized. 
Serious difficulties are found in the large area of the country 
and the high percentage of the population engaged in agricul- 
ture. Moreover, in the United States there has not been de- 
veloped an adftiinistrative organization or an administrative 
personnel, either in the states or the federal government, of 
sufficient efficiency and competence to assure the success of a 
very drastic revision of the law. Although this is a problem that 
may be solved in time, it is not one that can be solved inside the 
space of a few years. 

In the opinion of the writer, there is much that can be learned 
only by experience. It is therefore believed that the wisest 
policy to follow in the near future would be one of lowering the 
exemption under the federal income tax to a level of $2,000 for 
the head of a family, $800 for a single person, and $300 for 
each dependent. If this is done, there would also be the pre- 
sumption that equity would demand the repeal of existing excises 
of the amount of the anticipated revenue. Special effort should 
be expended to determine the cost of administration of the tax 
at this level and particular care taken to check on the amount 
of evasion. There might also be profitable experimentation 
with different techniques for the administration of the tax. As 
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the exemptions are lowered, there should be a special effort made 
to develop a trained personnel capable of dealing with the in- 
come tax assessment at lower levels. 

Among the states there are now several that have exemptions 
that require income tax payment from the recipient of a small 
income. These states should make^a greater effort to determine 
the cost of the administration of this tax at these levels without 
the allowance of the amount of evasion that is believed to be 
permitted at the present time. If different techniques were to 
be used in different states, there could be interesting comparisons, 
of the success of the alternative schemes. 

The essential point to be gained from the study of the pos- 
sibilities of the direci: taxation of the small income is that, as is 
the case in most phases of social policy, care must be exercised 
to avoid the formation of policy on the basis of inadequate or 
restricted consideration of the facts. 
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